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A Message from the President

Dear Fellow Sharcholders,

It is my privilege to present our 2007 Annual Report to Shateholders for Sound
Financial, Inc and its subsidiary, Sound Community Bank. This is our first report to
shareholders, and it matks another milestone in our history. We started as a little
credit union committed to its member owners and its community. We evolved to a
community bank with the same values and quality service.

Our reorganization and stock issuance, which was completed on January 8, 2008,
paved the way for more of what we do best --- helping our clients achieve their
dreams.

Our focus on community banking and prudent underwriting allowed us to sidestep
the credit quality and liquidity crisis that will mark 2007 as an historic year in the
performance of the financial sector. The compression of our net interest margin and
reductions in consumer spending in our matket, however, did cause our profitability
to fall short of expectations. Our focus on enhanced profitability will be a priority for
the entire bank team in 2008.

Our products and services help define us as a community bank, but the real litmus test
of a community bank is its people. I am proud to tell you that, in 2007, our staff not
only gave superior service to our clients, but also volunteered hundreds of hours
doing good works in the communities we serve.

Please accept my sincere thanks for the confidence you have placed in Sound
Financial, Inc. and our subsidiary bank. We appreciate your continued support.

Sincerely,

2P

Laura Lee Stewart
President, Chief Executive Officer
and Director




SOUND FINANCIAL, INC.
CORPORATE INFORMATION

Sound Financial, Inc. is incorporated under federal law to hold all of the stock of Sound Community Bank and is
regulated by the OTS as a savings association holding company. Our principal business is operating our wholly owned
subsidiary, Sound Community Bank. After the closing of our offering on January 8, 2008, our principal assets, on an
unconsolidated basis, were all of the outstanding shares of common stock of Sound Community Bank, $2.7 millicn in cash, and
a $1.2 million loan to our employee stock ownership plan that enabled it to buy shares in our minority public offering. Our
principal executive offices are located at 2005 5th Avenue, Seatde, Washington 98121 and our telephone number is (206) 448-0884.

Sound Community Bank is a federally chartered savings bank with five full service banking offices. Itisa
community oriented institution primarily engaged in attracting retail deposits from the general public and investng those funds,
along with borrowed funds, in loans secured by first and sccond mortgages on one- to four-family residences, commercial real
estate, consumer loans and, to a lesser extent, construction and development lvans and commercial business loans. We offer a
wide variety of secured and unsecured consumer loan products, including manufactured home loans, direct automobile loans,
and boat and recreational vehicle loans. We offer a variety of deposit accounts and emphasize customer service. Deposits are
our primary source of funds for our lending and investing activities, though in recent years we have relied increasingly on
Federal Home Loan Bank advances to augment our deposits and to fund our loan growth.
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Debra Jones
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Health Centers
James E. Sweeney
DPresident, Super Supplements, Inc.

Independent Auditors

Moss Adams LLP
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Executive Officers of
Sound Financial, Inc. and
Sound Community Bank
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SOUND FINANCIAL, INC.

SHAREHOLDER INFORMATION

Annual Meeting Annual And Other Reports

The Annual Meeting of Sharcholders of Sound QOur Annual Report on Form 10-K for the year ended December
Financial, Inc. will be held at our main office located 31, 2007 is included in this Annual Report to Shareholders.

at 2005 5th Avenue, Scattle Washington 98121, on Additional copies of that Form 10-K, as filed with the Securities
May 21, 2008, at 2:30 p.m. local time. and Exchange Commission, may be obtained without charge by

contacting Matthew P. Deines, of Sound Financial, Inc., 2005 5th
Avenue, Seattle Washington 98121.

Price Range Of Common Stock and
Dividends

We had no common stock ourstanding in 2007 and 2006. OQur minority public offering closed on January 8, 2008 at a price of $10.00 per
share, so pricing information is available from that date forward. Except for the original issuance price of $10.00 per share, our stock
price reflects the high and low bid informatien for each period. The closing price of our common stock on March 31, 2008 was §9.13.
This stock price information was provided by the Yahoo Finance System and is based on OTC quotations.

The boatd of directors of Sound Financial, Inc. currently intends to pay cash dividends on the common stock in the future. The amount
and timing of any dividends, however, has not yet been determined. The payment of dividends will depend upon a number of factors,
including capital requirements, our financial condition and results of operations, tax considerations, statutory and regulatory imitations,
and general economic conditions.  No assurances can be given that any dividends will be paid or that, if paid, will not be reduced or
eliminated in future periods. Qur future payment of dividends may depend, in part, upon receipt of dividends from Sound Community
Bank. Federal regulations restrict the ability of Sound Community Bank to pay dividends and make other capital distributions to us.

Shares Outstanding Stock Listing

At March 31, 2008 there were 2,948,063 shares of Sound Sound Financial, Inc. common stock is traded on the OTC
Financial, Inc. common stock ourstanding and there were Bulletin Board under the symbol "SNFL.OB."

352 holders of record.

Stockholders and General Inquiries Transfer Agent

Sound Financial, Inc. files an annual report on Form 10-K and Shareholders should direct inquities concerning their stock, change
three quarterly reports on Form 10-Q with the Securities and of name, address or ownership; report lost certificates or
Exchange Commission. Copics of these forms are available by consolidate accounts to our transfer agent at 1-800-368-5948 or
request and at www. sec.gov in EDGAR filings, Requests for write:

these reports, as well as inquiries from sharcholders, analysts

and others secking information about Sound Financial, Inc. Registrar and Transfer Co.

should be directed to Matthew P Deines, Executive Vice 10 Commerce Drive

President., 2005 5th Avenue, Seattle Washington 98121, Cranford, NJ 07016

telephone (206) 448-0884, ext. 305. 1-(800) 368-5948




UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K
[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934
For the fiscal year ended December 31, 2007
OR
[ 1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE _
ACT OF 1934 _ BE
For the transition period from to Medil Frauseting
. Section
COMMISSION FILE NUMBER 000-52889
AMN 1 7 piig
Sound Financial, Inc.
{Exact Name of Registrant as Specified in its Charter) Washington, DG
United States 26-0776123 100
(State or other jurisdiction of incorporation or organization) (LR.S. Employer Identification No.)
2005 5™ Avenue, Suite 200, Seattle Washington 98121
(Address of principal executive offices) (Zip Code)
Registrant’s telephone number, including area code: (206) 448-0884
Securities Registered Pursuant to Section 12(b) of the Act:
Title of each class Name of each exchange on which registered
Common Stock, par value $.01 per share None

Securities Registered Pursuant to Section 12(g) of the Act:

None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. YES|[ ]
NO [X]

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. YES[ ]
NO [X]

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports),
and (2) has been subject to such filing requirements for the past 90 days. YES[ ] NO[X]

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this chapter) is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements
incorporated by reference in Part 111 of this Form 10-K or any amendment to this Form 10-K. [X]

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller
treporting company. See definition of “accelerated filer,” “large accelerated filer” and “smaller reporting company” in Rule 12b-2 of the
Act. (Check one)

Large accelerated filer ____ Accelerated filer Non-accelerated filer__ Smaller reporting company _ X
(Do not check if smaller
reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). YES[ ] NO[X]

The aggregate market value of the voting and non-voting common equity held by non-affiliates as of June 30, 2007, the last business
day of the registrant’s most recently completed second fiscal quarter, was $0.

As of March 17, 2008, there were issued and outstanding 2,948,063 shares of the registrant’s common stock.
DOCUMENTS INCORPORATED BY REFERENCE

PART III of Form 10-K--Portions of registrant’s Proxy Statement for its 2008 Annual Meeting of Sharcholders.




PART 1
Item 1. Business

General

Sound Financial, Inc. (“Sound Financial” or the “Company™} was incorporated under federal law
on January 8, 2008, to hold all of the stock of Sound Community Bank (sometimes referred to herein as
the “Bank™). Sound Financial is a savings and loan holding company and is subject to regulation by the
Office of Thrift Supervision. On an unconsolidated basis, Sound Financial’s assets consist of all of the
outstanding shares of common stock of Sound Community Bank, $3 million in cash and a loan to the
Sound Financial employee stock ownership plan. Sound Financial has no significant liabilities. The
words “we,” “our” and “us” refer to Sound Financial and Sound Community Bank on a consolidated
basis.

Sound Financial sold 1,297,148 shares of common stock to investors at $10.00 per share in a
subscription offering, which closed on January 8, 2008. Those shares constitute 44% of the outstanding
shares of common stock of Sound Financial. In connection with the closing of the offering, Sound
Financial also issued 29,480 shares of common stock to Sound Community Foundation, a charitable
foundation created by Sound Community Bank in connection with the mutual holding company
reorganization and subscription offering. The remaining 1,621,435 shares of common stock of Sound -
Financial outstanding were issued in accordance with federal law to Sound Community MHC, a federal
mutual holding company (“MHC").

Sound Financial raised $12,971,480 in its public offering and after paying $882,000 in offering
expenses (as of the closing date), it contributed $8,000,000 to the Bank, lent $1,155,600 to fund its
employee stock ownership plan’s purchase of shares in the offering and retained the remaining
$2,934,000 for working capital. As the MHC reorganization and stock offering were completed
subsequent to the year ended December 31, 2007, the information in this document relates primarily to
the Bank, except as otherwise indicated.

At December 31, 2007, the Company had total assets of $237 million, deposits of $203 million
and stockholders’ equity of $16 million. Our executive offices are located at 2005 5th Avenue, Seattle
Washington 98121. The shares of Sound Financial are traded on the Over-the-Counter Electronic
Bulletin Board under the symbol "SNFL."

The management of Sound Financial and Sound Community Bank are substantially the same and
Sound Financial uses the offices of Sound Community Bank. Sound Financial utilizes the support staff of
Sound Community Bank from time to time and pays Sound Community Bank for this expense. If Sound
Financial expands or changes its business in the future, we may hire our own employees.

Substantially all of Sound Financial’s business is conducted through the Bank, which is a federal
savings bank subject to extensive regulation by the OTS. Sound Community Bank’s deposits are insured
up to applicable limits by the Federal Deposit Insurance Corporation (“FDIC”).




Sound Community Bank was originally chartered as a credit union in 1953 as the Associated
Grocers Employees Federal Credit Union. By the late 1980°s, the members of the credit union expanded
from employees of Associated Grocers to employees of other employee groups. In the 1990’s, the credit
union was serving employees of approximately 450 small companies. In 1992, it changed its name to
. Credit Union of the Pacific. On May 19, 20603, Sound Community Bank converted its charter from a
state-chartered credit union to a federally chartered savings bank. On that date the name was changed
from Credit Union of the Pacific to Sound Community Bank, and the Bank became a taxable
organization.

Our principal business consists of atiracting retail deposits from the general public and investing
those funds, along with borrowed funds, in loans secured by first and second mortgages on one- to four-
family residences (including home equity loans and lines of credit), and commercial real estate, consumer
loans and, to a lesser extent, construction and development loans and commercial business loans. We
offer a wide variety of secured and unsecured consumer loan products, including manufactured home
loans, automobile loans, and boat and recreational vehicle loans.

Forward-Looking Statements

This Form 10-K contains various forward-looking statements that are based on assumptions and
describe our future plans and strategies and our expectations. These forward-looking statements are
generally identified by words such as “believe,” “expect,” “intend,” “anticipate,” “estimate,” “project,” or
similar words. Our ability to predict results or the actual effect of future plans or strategies is uncertain.
Factors which could cause actual results to differ materially from those estimated include, but are not
limited to, changes in interest rates, general economic conditions, legislative/regulatory changes,
monetary and fiscal policies of the U.S. Government, including policies of the U.S. Treasury and the
Federal Reserve Board, the quality and composition of our loan and investment portfolios, demand for
our loan products, deposit flows, our operating expenses, competition, demand for financial services in
our market areas and accounting principles and guidelines. These risks and uncertainties should be
considered in evaluating forward-looking statements, and you should not rely too much on these
statements. We do not undertake, and specifically disclaim, any obligation to publicly revise any
forward-looking statements to reflect events or circumstances after the date of such statements or to
reflect the occurrence of anticipated or unanticipated events.

Market Area

Our primary market area is the Puget Sound region. We are headquartered in Seattle,
Washington and have five retail offices. Four of our offices are located within the Seattle-Tacoma-
Bellevue Metropolitan Statistical Area, which consists of King, Pierce and Snohomish counties. Based
on the most recent branch deposit data provided by the FDIC, our share of deposits in that market was
approximately 0.18%. Our fifth office, in Clallam County, has 4.7% of the deposits in that market. See
“- Competition.”

Our market area includes a diverse population of management, professional and sales personnel,
office employees, manufacturing and transportation workers, service industry workers and government
employees, as well as retired and self-employed individuals. The population has a skilled work force with
a wide range of education levels and ethnic backgrounds. Major employment sectors include information
and communications technology, financial services, manufacturing, maritime, biotechnology, education,
health and social services, retail trades, transportation and professional services. The largest employers
headquartered in our market area include Boeing, Microsoft, Costco, Nordstrom, Amazon.com,
Starbucks, Safeco, Washington Mutual and Weyerhaeuser.




The economy of this region has performed well over the last few years, spurred on by strong
growth despite the downsizing of one of its major employers, the Boeing Company, during the past
decade. Median household income and per capita income for our market area are above the state and
national averages, reflecting strong job growth in our market area during 2007. For the month of July
2007, our market area reported an unemployment rate of 4.1%, as compared to the national average of
4.6%, according to the latest available information. A reduction in the economic growth in our market
area can have an adverse impact on the level of our construction and commercial lending.
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Lending Authority. The Senior Vice President — Lending Manager and our Chief Executive
Officer may approve unsecured consumer loans up to $200,000 and $500,000, respectively, and up to
$700,000 together. They also may approve secured consumer loans and residential mortgage and
construction and development loans up to $500,000 and $750,000, respectively and up to $1,250,000
together. The Senior Vice President — Chief Credit Officer and our Chief Executive Officer may approve
unsecured commercial loans up to $500,000 alone or $1.0 million together and secured commercial loans
up to $750,000 alone or $1.5 million together. Loans over these amounts or otherwise outside our general
underwriting guidelines must be approved by the entire board of directors or a committee thereof.

At December 31, 2007, the maximum amount under federal law that we could lend to any one
borrower and the borrower’s related entities was approximately $2.4 million. Our five largest lending
relationships are with commercial borrowers and totaled $10.7 million in the aggregate, or 4.8% of our
$221.0 million loan portfolio, at December 31, 2007. The largest relationship consists of $2.3 million in
loans to an individual’s land development company and on his leased commercial real estate and principal
residence; which are secured by the underlying real estate. The next four largest lending relationships at
December 31, 2007, were 32.2 million to a real estate company, which is secured by a 250-acre parcel of
land being developed for high-end residences; $2.1 million to an equipment leasing company, which is
secured by receivables; $2.1 million to an individual and four of his businesses, which are secured by
receivables, inventory and equipment and a personal residence and $2.0 million to an individual’s land
development company and to that individual for his investment in that company, which is secured by the
underlying real estate. All of these loans were current as of December 31, 2007. At December 31, 2007,
we had no other lending relationships that exceeded $2 million.

One- to Four-Family Real Estate Lending. We originate loans secured by first mortgages on
one- to four-family residences primarily in our market area. We originate one- to four-family residential
mortgage loans primarily through referrals from real estate agents, builders and from existing customers.
Walk-in customers ar¢ also important sources of loan originations. Since converting from a credit union
to a federal mutual savings bank in 2003, we have expanded our target residential mortgage market to
include individuals who are not members, with an emphasis on increasing the number and amount of
residential real estate loan originations.

A portion of the one- to four-family loans we originate are funded by us and retained in our
portfolio and others are originated and sold into the secondary market, with servicing retained for
continued customer contact and service. This mortgage banking element of our residential lending
business allows us to originate more loans with the same funds by reinvesting sales proceeds in more
residential mortgage loans. The sale of mortgage loans enhances our interest rate risk, provides a stream
of securing income that improves eamings, enhances our liquidity and enables us to originate more loans
at our current capital level than if we held them in portfolio. We are secking potential purchasers for
loans currently in our portfolio that are not saleable to Fannie Mae to increase these benefits to our
operations. From 2005 through 2007, our mortgage loan originations decreased primarily due to a
decrease in refinancing activity. We are currently selling a portion of our residential mortgage loan
originations, including conforming fixed-rate loans, on a servicing retained basis. See “- Loan
Originations, Purchases, Sales, Repayments and Servicing.” At December 31, 2007, one- to four-family
residential mortgage loans (including loans held for sale) totaled $85.0 million, or 38.1%, of our gross
loan portfolio, of which $66.3 million were fixed-rate loans and $18.5 million were adjustable rate loans.

Substantially all of the loans we retain in our portfolio consist of loans that are not saleable to
Fannie Mae. We do not offer subprime loan programs. We do originate some Alt-A, stated income (no
income verification) and low-doc loans; however, we do not actively seek these types of loans. These
Alt-A, stated income and low-doc loans generally are originated with existing customers and are subject




to one or more stringent underwriting criteria, including lower loan-to-value ratios, lower debt-to-income
ratios and higher required credit scores. All these loans are charged a higher rate of interest than the rate
charged on loans conforming to Fannie Ma¢ guidelines, based on the additional credit risk.

We generally underwrite our one- to four-family loans based on the applicant’s employment and
credit history and the appraised value of the subject property. We generally lend up to $0% of the lesser
of the appraised value or purchase price for one- to four-family first mortgage loans, and up to 80% for
non-owner occupied first mortgage loans. For first mortgage loans with a loan-to-value ratio in excess of
90%, we generally require private mortgage insurance in order to reduce our exposure below 90%.
Second mortgages on one- to four-family residences, whether owner occupied or not, are made up to
100% of the appraised value. Properties securing our one- to four-family loans are generally appraised by
independent fee appraisers who are selected in accordance with criteria approved by the board of
directors. We require our borrowers to obtain title and hazard insurance, and flood insurance, if
necessary.

We currently originate one- to four-family mortgage loans on a fixed-rate basis and, to a lesser
extent, an adjustable-rate basis, as customer demand dictates. Our pricing strategy for mortgage loans
includes setting interest rates that are competitive with other local financial institutions and consistent
with our asset/liability management objectives. During the year ended December 31, 2007, we originated

$30.6 million of one- to four-family fixed-rate mortgage loans and $9.1 million of one- to four-family
ARM loans.

Fixed-rate loans secured by one- to four-family residences have contractual maturities of up to 40
years and are generally fully amortizing, with payments due monthly. Currently, adjustable rate
mortgages are offered with annual adjustments and life-time rate caps that vary based on the product,
generally with a maximum annual rate change of 2.0% and a maximum overall rate change of 6.0%. We
gencrally use the rate on one-year Treasury Bills to reprice our ARM loans. As a consequence of using
caps, the interest rates on these loans may not be as rate sensitive as our cost of funds.

ARM loans generally pose different credit risks than fixed-rate loans, primarily because as
interest rates rise, the borrower’s payment rises, increasing the potential for default. We have not
experienced significant delinquencies in our one- to four-family loan portfolio, including our ARM loans.
However, the majority of these loans have been originated within the past several years, when rates were
historically low. We have offered some teaser rates for the initial loan rate on our ARM loans but not at
significant discounts from our prevailing rates. See “- Asset Quality -- Non-performing Assets” and “--
Classified Assets.”

Most of our loans are written using generally accepted underwriting guidelines, and are readily
saleable to Freddie Mac, Fannie Mae, or other private investors. Our real estate loans generally contain a
“due on sale” clause allowing us to declare the unpaid principal balance due and payable upon the sale of

the security property. The average size of our one- to four-family residential loans was approximately
$147,000 at December 31, 2007.

Home Equity Lending. Our home equity loans, consisting of fixed-rate loans and variable-rate
lines of credit, have been increasing in amount and as a percentage of our portfolio consistently over the
past several years. At December 31, 2007, home equity lines of credit totaled $27.6 million and home
equity loans totaled $17.8 million, or 20.6% of our gross loan portfolio. The lines of credit may be
originated in amounts, together with the amount of the existing first mortgage, of up to 100% of the value
of the property securing the loan (less any prior mortgage loans). Home equity lines of credit are
originated for up to $400,000 with an adjustable rate of interest, based on the one-year Treasury bill rate
plus a margin. Home equity lines of credit generally have up to a ten-year draw period and amounts may




be reborrowed after payment at any time during the draw period. Once the draw peried has lapsed, the
payment is amortized over a 15-year period based on the loan balance at that time. We charge a $50
annual fee on each outstanding home equity line of credit and require monthly interest-only payments on
the entire drawn amount. At December 31, 2007, unfunded commitments on these lines of credit totaled
$20.0 million. :

Our fixed-rate home equity loans are originated in amounts, together with the amount of the
existing first mortgage, of up to 100% of the appraised value of the subject property for home equity
loans. These loans may have terms for up to 20 years and are fully amortizing.

Commercial Real Estate Lending. We offer a variety of commercial real estate loans. Most of
these loans are secured by commercial income producing properties, including retail centers, warehouses
and office buildings located in our market areas. We have a limited amount of loans secured by multi-
family residences, which we include in our commercial real estate portfolio. At December 31, 2007,
commercial real estate loans totaled $27.3 million, or 12.4%, of our gross loan portfolic.

Our loans secured by commercial real estate are generally originated with a fixed interest rate for
a five-year term and a 20 to 25 year amortization period. At the end of the initial five-year term, there is a
balloon payment or the loan reprices at prime plus 1% to 2% for another five years. Loan-to-value ratios
on our commercial real estate loans typically do not exceed 80% of the appraised value of the property
securing the loan.

Loans secured by commercial real estate are generally underwritten based on the net operating
income of the property and the financial strength of the borrower. The net operating income, which is the
income derived from the operation of the property less all operating expenses, must be sufficient to cover
the payments related to the outstanding debt plus an additional coverage requirement. We gencrally
require an assignment of rents or leases in order to be assured that the cash flow from the project will be
used to repay the debt. Appraisals on properties securing commercial real estate loans are performed by
independent state certified or licensed fee appraisers.

We do not generally maintain insurance or tax escrows for loans secured by commercial real
estate. ln order to monitor the adequacy of cash flows on income-producing properties, the borrower is
required to provide annual financial information.

Loans secured by commercial real estate properties generally involve a greater degree of credit
risk than one- to four-family residential mortgage loans. These loans typically involve large balances to
single borrowers or groups of related borrowers. Because payments on loans secured by commercial and
multi-family real estate properties are often dependent on the successful operation or management of the
properties, repayment of these loans may be subject to adverse conditions in the real estate market or the
economy. If the cash flow from the project is reduced, or if leases are not obtained or renewed, the
borrower’s ability to repay the loan may be impaired. Our largest commercial real estate loan at
December 31, 2007, totaled $2.3 million and is secured by land held for development. At December 31,
2007, this loan was performing in accordance with the terms of the notes.

, Construction or Development Lending. We originate construction loans secured by single-
family residences and commercial real estate. We also originate loans secured by tracts of land for
development. At December 31, 2007, our construction and development loans totaled $8.6 million, or
3.9%, of our gross loan portfolio.




Construction loans to individuals and contractors for the construction and acquisition of personal
residences totaled $2.3 million, or 63.1%, of our construction and development portfolio. At December
31, 2007, the unadvanced portion of these construction loans totaled $1.4 million.

Our construction loans generally provide for the payment of interest only during the construction
phase, which is typically up to 12 months. At the end of the construction phase, the construction loan
generally cither converts to a longer term mortgage loan or is paid off through a permanent loan from
another lender. Construction loans are made up to the lesser of a maximum loan-to-value ratio of 100%
of cost or 80% of appraised value at completion. At December 31, 2007, our largest residential
construction mortgage loan commitment was for $600,000, $357,000 of which had been disbursed. This
loan was performing according to its terms. The average outstanding residential construction loan ‘
balance was approximately $145,000 at December 31, 2007.

Before making a commitment to fund a residential construction loan, we require an appraisal of
the subject property by an independent licensed appraiser. We also review and inspect each project
before disbursement of funds during the term of the construction loan. Loan proceeds are disbursed after
inspection based on the percentage of completion method.

We make development loans to builders or residential lot developers. These loans involve a
higher decree of credit risk similar to commercial construction loans. At December 31, 2007, we had a
total of $6.3 million in development loans to builders and residential lot developers, with our largest
development loan being a $2.3 million loan. These land loans also involve additional risks because the
loan amount is made based on the projected value of the lots after construction. We make these loans for
up to 75% of the estimated value for up to two years. These loans are required to be paid on an
accelerated basis as the lots are sold, so that we are repaid before all the lots are sold.

We have done a limited amount of commercial real estate construction loans for small retail
properties. These loans are underwritten with terms similar to our permanent commercial real estate loans
with special construction financing for up to two years under terms similar to our residential construction
loans. We had no construction loans secured by commercial real estate at December 31, 2007.

Construction financing is generally considered to involve a higher degree of credit risk than
longer-term financing on improved, owner-occupied real estate. Risk of loss ona construction loan
depends largely upon the accuracy of the initial estimate of the value of the property at completion of
construction compared to the estimated cost (including interest) of construction and other assumptions. If
the estimate of construction costs is inaccurate, we may be required to advance funds beyond the amount
originally committed in order to protect the value of the property. Additionally, if the estimate of value is
inaccurate, we may be confronted with a project that, when completed, has a value that is insufficient to
generate full payment.

_ Consumer Lending. We offer a variety of secured consumer loans, including new and used

manufactured home, automobile, motorcycle, boat and other recreational vehicle loans, student loans and
loans secured by savings deposits. We also offer unsecured consumer leans. We originate our consumer
loans primarily in our market areas.

We originatc new and used manufactured home loans. Our involvement in this type of lending
increased significantly after 2004, because a large financial institution in the area ceased making
manufactured home loans. The yields on these loans are higher than that on our other residential lending
products and the portfolio has performed reasonably well with an acceptable level of risk and loss in
exchange for the higher yield. Our weighted average yield on manufactured home loans at December 31,
2007 was 8.69%, compared to 5.75% for one- to four-family residential mortgages, including loans held
for sale. At December 31, 2007, these loans totaled $22.5 million, or 48.9% of our consumer loans and
10.2% of total loan portfolio. These loans are generally made for up to 90% of the lesser of the appraised
value or purchase price up to $200,000, and with terms typically up to 20 years. We generally charge a
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1% fee at origination. All our manufactured home loans are made on a direct basis. We underwrite these
loans based on our review of creditworthiness of the borrower, including credit scores, and the value of
the collateral, for which we perfect a security interest under Washington law.

Manufactured home loans are higher risk than loans secured by residential real property, though
this risk is reduced if the owner also owns the land on which the home is located. A small portion of our
manufactured home loans involve properties on which we also have financed the land for the owner. The
primary additional risk in manufactured home loans is the difficulty in obtaining adequate value for the
collateral due to the cost and limited ability to move the collateral. Several manufactured housing parks
in the Puget Sound area are closing, though government requirements have slowed down the process. As
a result, in addition to the cost of moving a manufactured home, it is difficult to find a new location. This
can result in increased defaults and lower recovery on repossession. These loans tend to be made to
retired individuals and first-time homebuyers. First-time homebuyers of manufactured homes tend to be a
higher credit risk than first-time homebuyers of single family residences, due to more limited financial
resources. As a result, these loans have a higher probability of default, higher delinquency rates and
greater servicing and collateral recovery costs than single family residential loans and other types of
consumer loans. We maintain a resetve to address this additional risk. We attempt to workout delinquent
loans with the borrower and, if that is not successful, any repossessed manufactured homes are
repossessed and sold. At December 31, 2007, $37,000 or 0.16% of our manufactured home loans were
non-performing.

We make loans on new and used automobiles. Our automobile loan portfolio totaled $15.1
million at December 31, 2007, or 32.5% of our consumer loan portfolio and 6.9% of our gross loan
portfolio. Automobile loans may be written for a term of up to seven years for new cars and six years for
used cars and have fixed rates of interest. Loan-to-value ratios are up to 100% of the lesser of the
purchase price or the National Automobile Dealers Association value for auto loans, though the total
loan-to-value may be 120% of the book value with the difference applied to tax, licenses, title and
mechanical breakdown and gap insurance. We follow our internal underwriting guidelines in evaluating
automobile loans, including credit scoring.

Our consumer loans also include loans secured by new and used boats, motorcycles and
recreational vehicles, loans secured by deposits and unsecured consumer loans, all of which, at December
31, 2007, totaled $8.9 million, or 4.0% of our gross loan portfolio. Loans secured by boats, motorcycles
and recreational vehicles typically have terms from five to 15 years, depending on the collateral, and loan-
to-value ratios up to 90%. They are made with fixed rates. Our unsecured consumer loans have either a
fixed rate of interest generally for a maximum term of 48 months, or are revolving lines of credit of
generally up to $50,000. At December 31, 2007, unfunded commitments on our unsecured lines of credit
totaled $3.2 million.

Until June 2006, we engaged in unsecured consumer lending in the form of a VISA credit card
portfolio. This portfolio offered a higher yield than many of our other loan products; however, it also
involved higher credit risk and servicing costs than these other products. In early 2006, we evaluated the
benefits and costs of offering credit cards in this fashion and decided to offer the service to our existing
and potential new customers through a third party provider. Beginning in July 2006, our customers
obtained VISA credit cards with the Sound Community Bank brand through an unaffiliated commercial
bank. That bank also incurs the operating expenses and the credit risk for the credit card indebtedness of
our customers. In connection with this shift to a third party provider, we sold our existing $11.6 million
credit card portfolio to that unaffiliated bank for a pre-tax gain of $2.3 million. We continue to earn a
percentage of interchange fees and commissions on new accounts. I[n addition, the third party provider
continues providing us with 1% of the purchase transactions on our co-branded credit card accounts,
which we in turn donate to The Sequim Foundation and People for Puget Sound (two local charities).
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Consumer loans (other than our manufactured homes) generally have shorter terms to maturity,
which reduces our exposure to changes in interest rates. In addition, management believes that offering
consumer loan products helps to expand and create stronger ties to our existing customer base by
increasing the number of customer relationships and providing cross-marketing opportunities.

Consumer and other loans generally entail greater risk than do one- to four-family residential
mortgage loans, particularly in the case of consumer loans that are secured by rapidly depreciable assets,
such as manufactured homes, automobiles, boats and recreational vehicles. In these cases, any
repossessed collateral for a defaulted loan may not provide an adequate source of repayment of the
outstanding loan balance. As a result, consumer loan collections are dependent on the borrower’s
continuing financial stability and, thus, are more likely to be adversely affected by job loss, divorce,
iliness or personal bankruptcy.

Commercial Business Lending. At December 31, 2007, commercial business loans totaled $10.8
million, or 4.9%, of our gross loan portfolio. Our commercial business lending activities encompass
loans with a variety of purposes and security, including loans to finance commercial vehicles and
equipment. Approximately $1.6 million of our commercial business loans are unsecured. Our
commercial business lending policy includes credit file documentation and analysis of the borrower’s
background, capacity to repay the loan, the adequacy of the borrower’s capital and collateral, as well as
an evaluation of other conditions affecting the borrower. Analysis of the borrower’s past, present and
future cash flows is also an important aspect of our credit analysis. We generally require personal
guarantees on both our secured and unsecured commercial business loans. Nonetheless, commercial
business loans are believed to carry higher credit risk than residential mortgage loans.

Unlike residential mortgage loans, commercial business loans, particularly unsecured ioans, are
made on the basis of the borrower’s ability to make repayment from the cash flow of the borrower’s
business and, therefore, are of higher risk. We make secured commercial business loans with business
assets, such as accounts receivable, inventory equipment and cash as collateral with loan-to-value ratios
of up to 80%, based on the type of collateral. This collateral depreciates over time, may be difficult to
appraise and may fluctuate in value based on the specific type of business and equipment used. Asa
result, the availability of funds for the repayment of commercial business loans may be substantially
dependent on the success of the business itself (which, in turn, is often dependent in part upon general
economic conditions).

Interest rates on commercial business loans are usually adjustable and are based on the prime rate
as reported in the West Coast edition of the Wall Street Journal plus 1% to 2%. In addition, we charge
loan fees of 1% to 2% of the principal amount at origination, depending on the credit quality and account
relationships of the borrower. Some of our commercial business loans are lines of credit with terms of 12

months and interest-only monthly payments during the term. The remainder are term loans of three to
seven years.

Substantially all of our commercial business loans have been to borrowers in our market area.
We intend to continue our commercial business lending in this geographic area.

Loan Originations, Purchases, Sales, Repayments and Servicing

We originate both fixed-rate and adjustable-rate loans. Qur ability to originate loans, however, is
dependent upon customer demand for loans in our market areas. Over the past few years, we have
continued to originate residential and consumer loans, and increased our emphasis on commercial real
estate, construction and development, and commercial business lending, though our ability to make
commercial real estate and business loans was limited under the OTS supervisory directive until it was
terminated on August 29, 2007. Demand is affected by competition and the interest rate environment.

12




During the past few years, we, like many other financial institutions, have experienced significant
prepayments on loans due to the low interest rate environment prevailing in the United States. In periods
of economic uncertainty, the ability of financial institutions, including us, to originate large dollar
volumes of real estate loans may be substantially reduced or restricted, with a resultant decrease in
interest income. We have not purchased loans or loan participations recently, but we may do so in the
future.

In addition to interest earned on loans and loan origination fees, we receive fees for loan
commitments, late payments and other miscellaneous services.

We also sell whole residential real estate loans without recourse to Fannie Mae, subject to a
provision for repurchase upon breach of representation, warranty or covenant. These loans are fixed-rate
mortgages, which primatily are sold to improve our interest rate risk. These loans are generally sold for
cash in amounts equal to the unpaid principal amount of the loans determined using present value yields
to the buyer. These sales allow for a servicing fee on loans when the servicing is retained by us. Most
residential real estate loans sold by us are sold with servicing retained. We earned mortgage servicing
income of $315,000, $310,000 and $384,000, respectively, for the years ended December 31, 2007, 2006
and 2005. At December 31, 2007, we were servicing a $132.8 million portfolio of residential mortgage
loans for Fannie Mae. Those servicing rights constituted an $865,000 asset on our books on that date,
which is amortized in proportion to and over the period of the net servicing income. These mortgage
servicing rights are periodically evaluated for impairment based on their fair value, which takes into
account the rates and potential prepayments of those sold loans being serviced. The fair value of our
mortgage servicing rights at December 31, 2007 was $1.2 million. See Note 5 to the Consolidated
Financial Statements.

Sales of whole real estate loans and participations in real estate loans can be beneficial to us since
these sales generally generate income at the time of sale, produce future servicing income on loans where
servicing is retained, provide funds for additional lending and other investments, and increase liquidity.
The volume of loans sold in 2007 and 2006 decreased as interest rates began to increase, reducing the
volume of refinancing activity. We sold $25.7 million, $24.9 million and $37.1 million of these loans
during the years ended December 31, 2007, 2006 and 2005, respectively.

Gains, losses and transfer fees on sales of residential real estate loans and participations are
recognized at the time of the sale. Our net gain (loss) on sales of residential loans for all of 2007, 2006
and 2005 were $11,000, ($10,000) and ($13,000), respectively.

After evaluating the benefits, costs and risks of servicing and maintaining our credit card
portfolio in early 2006, we decided to offer credit cards through a third party provider. In June 2006, we
sold our $11.6 million VISA credit card portfolio to that third party provider in connection with that
change in our credit card business. The portfolio was sold without recourse at a gain of $2.3 million,
which significantly increased net income for the year ended December 31, 2006. We retained the
servicing of that portfolio through the end of 2006.
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The following table .shows our loan origination, sale and repayment activities for the periods
indicated. There were no loans purchased during these periods.
For the year
ended December 31,
2007 2006 2005
(In thousands)
Originations by type:
Fixed-rate:
One- to four-family real estate ............  $30,601 $38,712 $ 53,966
Home equity ....cccovvveeeevvrccrmiiinisssiaienen 5,768 13,593 4,742
Commercial real estate.........ccceeeviveveenn 10,391 1,035 7,482
Construction and development.............. 2,531 6,747 6,773
CONSUMET «.veevevirrareeieeerevesarneeeessnsneessan: 12,012 19,191 20,583
Commercial busingss.........c.ccoovvveeecnnn. 3,404 1,669 8,945
Total fixed-rate...........oeecvecrecnnenins 64,707 80,947 102,491
Adjustable rate:
One- to four-family real estate’"’ .......... 9221 6,982 4,079
Home equity ......coovcririrvinisemeneieieanann, 11,300 7,879 13,394
Commercial real estate ... 5,081 325 -—
Construction and development.............. 1,919 1,748 -—
CONSUMET ...eovveeereveeereeercncssiesrarnsreressess 389 191 51
Commercial business..........c.cccuerirrannn. 2,793 769 2,647
Total adjustable-rate ...........ccoe... 30,704 17,894 20,171
Total loans originated..................... 95411 98,841 122,662
Sales and Repayments:
One- to four-family real estate .............. 25,644 26,221 37,122
CONSUMET ..\eeveeeeeneeiereenteresisenisestvnsreeeee - 11,602 -
Total loans 50ld ..........cooeeeniiinenes 25,644 37,823 37,122
Mortgage-backed securities.........cooove -— --- 2,670
Total sales.........ococoreeeiermvenseicronen: 25644 17.823 39,792
Total principal repayments.........ooo...... 55,728 46,106 52,368
Total reductions...........ccceervrvvernen. 81373 83929 92,160
Net increase (decrease)................... $14.038 $14912 $30,502

) These loans include $3.4 million, $2.8 miltion, and $4.6 million, respectively, of adjustable rate mortgage loan originations to crployees at
December 31, 2007, 2006 and 2005.

Asset Quality

When a borrower fails to make a required payment on a residential real estate loan, we attempt to
cure the delinquency by contacting the borrower. In the case of loans secured by residential real estate, a
late notice typically is sent within 15 days after the due date, and the borrower is contacted by phone
within 30 days afier the due date. Generally, a delinquency letter is mailed to the borrower. All
delinquent accounts are reviewed by a servicing manager who attempts to cure the delinquency by
contacting the borrower once the loan is 30 days past due. If the account becomes 60 days delinquent and
an acceptable repayment plan has not been agreed upon, a servicing manager will generally refer the
account to legal counsel with instructions to prepare a notice of intent to foreclose. The notice of intent to
foreclose allows the borrower up to 30 days to bring the account current. If foreclosed, typically we take
title to the property and sell it directly through a real estate broker.

14




Delinquent consumer loans, as well as delinquent home equity loans and lines of credit, are
handled in a similar manner to residential real estate loans, except that appropriate action may be taken to
collect any loan payment that is delinguent for more than 15 days. Once the loan is 90 days past due, it is
classified as nonaccrual. Generally, credits are charged off if past due 180 days, unless the Collections
Department provides support for continuing its collection efforts. Our procedures for repossession and
sale of consumer collateral are subject to various requirements under the applicable consumer protection

laws as well as other applicable laws and the determination by us that it would be beneficial from a cost
basis.

Delinquent commercial business loans and loans secured by commercial real estate are initially
handled by the loan officer in charge of the loan, who is responsible for contacting the borrower. The
Collections Department also works with the commercial loan officers to see that the necessary steps are
taken to collect delinquent loans. In addition, management meets as needed and reviews past due and
classified loans, as well as other loans that management feels may present possible collection problems,
which are reported to the board on a quarterly basis. If an acceptable workout of a delinquent commercial

loan cannot be agreed upon, we generally initiate foreclosure or repossession proceedings on any
collateral securing the loan.

Delinquent Loans. The following table sets forth our loan delinquencies by type, by amount and
by percentage of type at December 31, 2007.

Loans Delinguent For:

60-89 Days 90 Days and Over Total Delinquent Loans
Percent Percent Percent
of Loan of Loan of Loan
Number Amount Category Number Amount Category Number Amount Category
{Dollars in Thousands)
One- to four-family real
estate .....ocoeevereeereenns 2 $ 565 0.67% 1 $256 0.30% 3 $ 821 0.98%
Commercial Real Estate .. 2 396 1.45 - - -— 2 396 1.45
Consumer...........cceeeere. . 21 _139 0.30 11 162 0.35 32 _296 0.64
Total.......ccoe.... rerereres 25 $1,100 0.50% 12 3418 0.19% 32 $1,513 0.69%
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Non-performing Assets. The table below sets forth the amounts and categories of non-
performing assets in our loan portfolio. Loans are placed on non-accrual status when the collection of
principal and/or interest become doubtful. The increase in one-to-four family non-accruals at June 30,
2007 is the result of late payments on one large mortgage. For all years presented, we had no troubled
debt restructurings (which involve forgiving a portion of interest or principal on any loans or making
loans at a rate materially less than that of market rates). Foreclosed assets include assets acquired in
settlement of loans, including two foreclosed properties totaling $817,000. The largest foreclosed
property has a book value of 601,000 as of December 31, 2007. We do not expect to experience a
material loss on any of the foreclosed assets in our possession.

December 31,
007 2006 2005 2004 2003
(Dollars in thousands)

Non-accruing loans:

One- to four-family.........cccccvrerennne § 256 $132 $—-- $-- $---
Home equity .....coooovomvvveicimicneenns --- -— 20 - -
COnSUMET .......coccverrreeeericeeriecerearnnees 162 160 109 42 65

Total ... 418 292 129 42 65

Accruing loans delinquent more
than 90 days:

One- to four-family............cccovernnane --- - 129 - 51
Home equity ...coooveeicicniceen, --- --- - -— 39
COnSUMET........e et creece s - - 191 10 89
Commercial business............c.cveenone - e - - _8
Total e -—- - 320 10 187
Foreclosed assets:
One- to four-family...........ccccvrmennns 817 - - - -
CONSUIDET oo e et re __ 35 106 — - =
Total .o 852 106 - -~ -
Total non-performing assets............. $1,270 $398 $449 $52 $252
Total as a percentage of total assets.. 0,54% 0.18% 0.22% 0.03% 0.17%

For the year ended December 31, 2007, gross interest income which would have been recorded
had the non-accruing loans been current in accordance with their original terms amounted to $11,000,
which was included in interest income for the year ended December 31, 2007.

Other Loans of Concern. In addition to the non-performing assets set forth in the table above, as
of December 31, 2007, there were eight loans totaling $748,000 with respect to which known information
about the possible credit problems of the borrowers have caused management to have doubts as to the
ability of the borrowers to comply with present loan repayment terms and which may result in the future
inclusion of such itemns in the non-performing asset categories. These loans have been considered in
management’s determination of our allowance for loan losses. The largest loan relationship of concern at
December 31, 2007, totaled $330,000 in loans to an individual borrower for a loan secured by their
primary residence.

Classified Assets. Federal regulations provide for the classification of loans and other assets,
such as debt and equity securities considered by the OTS to be of lesser quality, as “substandard,”
“doubtful” or “loss.” An asset is considered “substandard” if it is inadequately protected by the current
net worth and paying capacity of the obligor or of the collateral pledged, if any. “Substandard” assets
include those characterized by the “distinct possibility” that the insured institution will sustain “some
loss™ if the deficiencies are not corrected. Assets classified as “doubtful” have all of the weaknesses in
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those classified “substandard,” with the added characteristic that the weaknesses present make “collection
or liquidation in full,” on the basis of currently existing facts, conditions and values, “highly questionable
and improbable.” Assets classified as “loss” are those considered “uncollectible” and of such little value
that their continuance as assets without the establishment of a specific loss reserve is not warranted.

When an insured institution classifies problem assets as either substandard or doubiful, it may
establish general allowances for loan losses in an amount deemed prudent by management. General
allowances represent loss allowances which have been established to recognize the risk associated with
lending activities, but which, unlike specific allowances, have not been allocated to particular problem
assets. When an insured institution classifies problem assets as “loss,” it is required either to establish a
specific allowance for losses equal to 100% of that portion of the asset so classified or to charge off such
amount. An institution’s determination as to the classification of its assets and the amount of its valuation
allowances is subject to review by the OTS and the FDIC, which may order the establishment of
additional general or specific loss allowances.

We regularly review the problem assets in our portfolio to determine whether any assets require
classification in accordance with applicable regulations. On the basis of management’s review of our
assets, at December 31, 2007, we had classified $852,000 of our assets as substandard, ail of which
represented foreclosed real estate and other repossessed assets. At that date, we had no assets classified as
doubtful, and there were no assets classified as loss. This total amount of classified assets represented
5.3% of our equity capital and 0.4% of our assets at December 31, 2007. Classified assets totaled $3.3
million, or 21.2% of our equity capital and 1.5% of our assets at December 31, 2006. Improvements in
our credit administration procedures during 2007 allowed us to reverse the classification of a number of
commercial loans during 2007, which contributed to the decrease in classified assets from 2006 to 2007.

Aflowance for Loan Losses. We maintain an allowance for loan losses to absorb probable credit
losses in the loan portfolio. The allowance is based on ongoing, monthly assessments of the estimated
probable incurred losses in the loan portfolio. In evaluating the level of the allowance for loan losses,
management considers the types of loans and the amount of loans in the loan portfolio, peer group
information, historical loss experience, adverse situations that may affect the borrower’s ability to repay,
estimated value of any underlying collateral, and prevailing economic conditions. Large groups of
smaller balance homogeneous loans, such as residential real estate, small commercial real estate, home
equity and consumer loans, are evaluated in the aggregate using historical loss factors and peer group data
adjusted for current economic conditions. More complex loans, such as commercial real estate loans and
commercial business loans, are evaluated individually for impairment, primarily through the evaluation of
net operating income and available cash flow and their possible impact on collateral values.

At December 31, 2007, our allowance for loan losses was $828,000, or 0.37%, of our total loan
portfolio. Our allowance in 2006 and 2007 was lower than in 2005, because of lower losses on our loan
portfolio during the periods, higher net charge-offs and recoveries and the sale of our credit card portfolio
in June 2006. In addition, the mix of our portfolio now includes more real estate sccured loans, which
provides us with stronger collateral and results in a reduction in our overall portfolio risk. Assessing the
allowance for loan losses is inherently subjective as it requires making material estimates, including the
amount and timing of future cash flows expected to be received on impaired loans that may be susceptible
to significant change. In the opinion of management, the allowance, when taken as a whole, reflects
estimated probable loan losses in our loan portfolio. See Notes 1 and 4 of the Notes to Consolidated
Financial Statements.
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The following table sets forth an analysis of our allowance for loan losses.

December 31,

2007 2006 2005 2004 2003
(Dollars in thousands)
Balance at beginning of period............... $822 $1,321 $1,033 $826 $721
Charge-offs:

COnSWMET ......oomiriiiciviis s e 483 1,013 _152 _741 244
Recoveries:

03] 11311131 SO 239 233 _ 94 _9 _24
Net charge-off5 .......cc.coovvviniiererrienes 244 780 658 650 820
Additions charged to operations ............ 250 _281 _946 _857 925
Balance at end of period ...........cocceeveneee $828 $_822 $1,321 $1,033 1826
Ratio of net charge-offs during the

period to average loans outstanding

during the period...........ccoceoeverernrrens 0.11% 0.40% 0.37% 0.45% 0.68%
Ratio of net charge-offs during the

period to average non-performing

BSSELS ...oeeeer bbb et 33.46% 184.42% 262.67% 427.63% 163.35%
Allowance as a percentage of

non-performing loans...........cocccccnennnen. 198.22% 281.51% 29421% 1,986.54% 327.78%
Allowance as a percentage of total loans

(end of period) ..o 037% 0.40% 0.69% 0.65% 0.62%

During June 2006, we sold our credit card portfolio. The credit card portfolio, and charge-offs
and the inherent risks associated with that portfolio, were the primary reasons for the level of provisions
taken during the years December 31, 2002 through 2006. Net charge-offs for the credit card portfolio
totaled $509,000 in 2006, $495,000 in 2005, $508,000 in 2004 and $607,000 in 2003.
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Investment Activities

Federal savings banks have the authority to invest in various types of liquid assets, including
United States Treasury obligations, securities of various federal agencies, including callable agency
securities, certain certificates of deposit of insured banks and savings institutions, certain bankers’
acceptances, repurchase agreements and federal funds. Subject to various restrictions, federal savings
banks may also invest their assets in investment grade commercial paper and corporate debt securities and
mutual funds whose assets conform to the investments that the institution is otherwise authorized to make
directly, See “How We Are Regulated -- Sound Community Bank -- Office of Thrift Supervision
Regulation” for a discussion of additional restrictions on our investment activities.

Our chief executive officer and chief financial officer have the basic responsibility for the
management of our investment portfolio, subject to the direction and guidance of the Board of Directors,
These officers consider various factors when making decisions, including the marketability, maturity and
tax consequences of the proposed investment. The maturity structure of investments will be affected by
various market conditions, including the current and anticipated slope of the yield curve, the level of
interest rates, the trend of new deposit inflows, and the anticipated demand for funds via deposit
withdrawals and loan originations and purchases.

Our investment portfolio is a small portion of our assets because we attempt to be fully invested
in loans. Sound Community Bank expects net proceeds not used to repay Federal Home Loan Bank
advances initially will be used to invest in US Government and federal agency securities of various
maturities, mortgage-backed or other marketable securities, deposits in other financial institutions, or a
combination thereof, until they can be deployed in an orderly fashion. The general objectives of our
investment portfolio will be to provide liquidity when loan demand is high, to assist in maintaining
earnings when loan demand is low and to maximize earnings while satisfactorily managing risk, including
credit risk, reinvestment risk, liquidity risk and interest rate risk. Our investment quality will emphasize
safer investments with the yield on those investments secondary to not taking unnecessary risk with the
available funds of Sound Community Bank. See “Management’s Discussion and Analysis of Financial
Condition and Results of Operations — Asset/Liability Management.”

We intend that the investment strategy and portfolio of Sound Financial will be similar to that of
Sound Community Bank; although Sound Financial will be subject to fewer regulatory limits than Sound
Community Bank in its investments. We invested the net proceeds available in our stock offering, after
making our charitable donation and the loan to the employer stock ownership plan, in deposits in Sound
Community Bank.

As a member of the Federal Home Loan Bank of Seattle, we had $1.3 million in stock of the

Federal Home Loan Bank of Seattle at December 31, 2007. For the year ended December 31, 2007, we
received $8,000 in dividends from the Federal Home Loan Bank of Seattle.
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Sources of Funds

General. Our sources of funds are primarily deposits, borrowings, payments of principal and
interest on loans and funds provided from operations.

Deposits. We offer a variety of deposit accounts to both consumers and businesses having a wide
range of interest rates and terms. Our deposits consist of savings accounts, money market deposit
accounts, demand accounts and certificates of deposit. We solicit deposits primarily in our market areas;
however, at December 31, 2007, approximately 6.0% of our deposits were from persons outside the State
of Washington. At December 31, 2007, we had no brokered, Internet or wholesale deposits. We
primarily rely on competitive pricing policies, marketing and customer service to attract and retain these
deposits. As of December 31, 2007, core deposits, which we define as our non-certificate or non-time
deposit accounts, represented approximately 47.7% of total deposits.

The flow of deposits is influenced significantly by general economic conditions, changes in
money market and prevailing interest rates and competition. The variety of deposit accounts we offer has
allowed us to be competitive in obtaining funds and to respond with flexibility to changes in consumer
demand. We have become more susceptible to short-term fluctuations in deposit flows as customers have
become more interest rate conscious. We try to manage the pricing of our deposits in keeping with our
asset/liability management, liquidity and profitability objectives, subject to competitive factors. Based on
our experience, we believe that our deposits are relatively stable sources of funds. Despite this stability,
our ability to attract and maintain these deposits and the rates paid on them has been and will continue to
be significantly affected by market conditions. At December 31, 2007 approximately $10.2 million if the
increase in deposits was attributable to money being deposited with us to purchase stock in or initial
public offering which was completed on January 8, 2003.

The following table sets forth our deposit flows during the periods indicated.

For the year ended December 31,

. 2007 2006 2005
(Dollars in thousand)
Opening balance..........coocoveeveenene $180,968 $168,173 $158,901
Net deposits (withdrawals)........... 15,245 7,354 5,535
Interest credited.........cccovninininn 6,578 5,441 3,737
Ending balance..........ccocorvrerennnne $202,791 $180,968 $168,173
NEt INCTASE. ..ot isseveeerrrennes $.21.823 $.12,795 $_9272
Percent increase ........cccovveeevveeeees _12.06% 1.61% _584%
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The following table sets forth the dollar amount of savings deposits in the various types of deposit
programs offered by Sound Community Bank at the dates indicated.

December 31,

2007 2006 . 2005
Percent Percent Percent
Amount of total Amount of total Amount of total
{Dollars in thousand)

Transactions and Savings
Deposits:
Interest-bearing demand..................... § 31,999 15.78%  $12,711 702% $ 9,194 5.47%
Non interest-bearing checking ............ 13,290 6.55 17,251 9.53 15,557 9.25
Statement savings..........cccvevvveecenevenene. 11,696 577 12,510 6.91 16,848 10.02
MOney Market ............ooovvvveeoereersererreen 39.754 19.60 53070 2944 54,431 3237
Total non-certificates ....c.ooovevunnncrsnns 96.739 47.70 95,742 5291 96,030 57.10
Certificates:
Q00 «0.99% e - —— -— - 104 0.06
100~ 3.99% oo 6,339 3.13 16,519 913 46,461 27.63
400 =599% ..ot 99,708 49,17 68,549 37.87 25227 15.00
6.00 —7.99% oot 5 0.00 155 0.09 345 0.21
B8.00% and OVEY ..ocvvvirieee e — - 3 0.00 6 p—
Total certificates........ocevevvecvrcivnennn. 106,052 52.30 85,226 47.08 72,143 42.90
Total deposits...............oewernrerrereerernn. $202,791 100.00%  $180,968 100.00%  $168,173 100.00%

Recent increases in certificate accounts reflect recent increases in general market rates, which have made our
customers more willing to commit their funds for a specified time. Qur plans for 2008 are to attract money market
savings and demand or checking accounts, We require our commercial loan customers to maintain a demand or
savings account with us. As our commercial lending business increases, we anticipate increases in transaction and
savings deposits from our commercial customers. We have been approved as a public funds depository but have not
received any public funds deposits. We do not expect that we will receive a large amount of these public funds due to
the strong competition for such funds.
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The following table shows rate and maturity information for the Bank’s certificates of deposit at
December 31, 2007.

1.00- 4.00- 6.00- Percent
3.99% 5.99% or greater Total of Total
(Dollars in thousands)

Certificate accounts
maturing in quarter ending:

March 31,2008.........cooeveen.. $2,1294 $13,490 $--- $ 15,614 14.72%
June 30, 2008 .........co i 1,014 34,081 -— 35,095 33.09
September 30, 2008 ............... 1,044 10,257 -- 11,301 10.66
December 31, 2008 ................. 699 14,781 --- 15,480 14.60
March 31, 2009 .........cocennrneee. 722 4,204 —— 4,926 4.64
June 30,2009 ... 389 3,542 - 3,931 37
September 30, 2009 ................ 4 2,198 — 2,202 2.08
December 31, 2009................ -— 9,186 -— 9,186 8.66
March 31,2010 ...l 5 1,606 - 1,611 1.52
June 30, 2010.......ccooovvieeienne 26 1,046 - 1,072 1.01
September 30, 2010 ................ 1 1,204 2 1,207 1.14
December 31, 2010................. i71 616 3 790 0.74
Thereafler...........cceovvicrnicrinane _140 3,497 = 3,637 343
Total.......ccooviierrecineeee e, $6,339 $99,708 $_5 $106,052 100.00%
Percent of total...........cc.c......... 5.98% 94,02%, = 100.00%

The following table indicates the amount of our certificates of deposit and other deposits by time
remaining until maturity as of December 31, 2007.

Maturity
3months Over3to Overéto Over 12
or less 6 months 12 months  months Total
(In thousands)
Certificates of deposit less than $100,600 ..........  $ 8,809 $18,928 $12,783 $15237 § 55,757
Certificates of deposit of $100,000 or more ......... 6,803 16,168 13,999 13,325 30,295
Total certificates of deposit ...........cocoverrirerrennans 815612  $35096  $26,782  $28,562  $106.052

Borrowings. Although deposits are our primary source of funds, we may utilize borrowings as a
cost-effective source of funds when they can be invested at a positive interest rate spread, for additional
capacity to fund loan demand, or to meet our asset/liability management goals. Our borrowings currently
consist of advances from the Federal Home Loan Bank of Seattle. See Note 8 of the Notes to
Consolidated Financial Statements.

We are a member of and obtain advances from the Federal Home Loan Bank of Seattle, which is
part of the Federal Home Loan Bank System. The twelve regional Federal Home Loan Bank’s provide a
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central credit facility for their member institutions. These advances are provided upon the security of
certain of our mortgage loans and mortgage-backed securities. These advances may be made pursuant to
several different credit programs, each of which has its own interest rate, range of maturities and call
features, and all long-term advances are required to provide funds for residential home financing. Sound
Community Bank has entered into a loan agreement with the Federal Home Loan Bank of Scattle
pursuant to which it may borrow up to approximately 20% of its assets, secured by a blanket pledge on a
portion of our residential mortgage portfolio. At December 31, 2007, we had $15.9 million in Federal
Home Loan Bank advances outstanding, which had maturities between one and two years, and had the
ability to borrow an additionat $31.6 million. At the same date, we had $84.0 million in residential
mortgages and mortgage-backed securities available to serve as collateral for additional advances. We
plan to rely in part on long-term Federal Home Loan Bank advances to fund asset and loan growth. We
are required to own stock in the Federal Home Loan Bank of Seattle based on the amount of our
advances. At December 31, 2007, we had $1.3 million of FHLB Stock.

Sound Community Bank is authorized to borrow from the Federal Reserve Bank of San
Francisco’s “discount window” after it has exhausted other reasonable alternative sources of funds,
including Federal Home Loan Bank borrowings. We have never borrowed from the Federal Reserve

Bank.

The following table sets forth the maximum month-end balance and average balance of
borrowings for the periods indicated.

For the year ended December 31,

2007 2006 2005
(Dollars in thousands)

Maximum balance:

Federal Home Loan Bank advances.... $34,519 $24,485 $25,399
Average balances:

Federal Home Loan Bank advances.... $26,511 $19,824 $16,239
Weighted average interest rate;
Federal Home Loan Bank advances.... 5.08% 4.77% 3.93%

The following table sets forth certain information about our borrowings at the dates indicated.

December 31,

2007 2006 2005
(Dollars in thousands)
Federal Home Loan Bank advances.............. $15,869 $22,029 $21,304
Weighted average interest rate of:
Federal Home Loan Bank advances.............. 4.63% 4.84% 4.29%
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Subsidiary and Other Activities

As a federally chartered savings bank, we are permitted by OTS regulations to invest up to 2% of
our assets, or $4.8 million at December 31, 2007, in the stock of, or unsecured loans to, service
corporation subsidiaries. We may invest an additional 1% of our assets in service corporations where
such additional funds are used for inner-city or community development purposes. The Bank has one
inactive subsidiary, which was formed when we were a credit union to enable us to originate mortgages
for nonmembers. Our capital investment in the inactive subsidiary as of December 31, 2007 was $2,400.

Competition

We face strong competition in attracting deposits. Competition in originating real estate loans
comes primarily from other savings institutions, commercial banks, credit unions, life insurance
companies and mortgage bankers. Other savings institutions, commercial banks, credit unions and
finance companies provide vigorous competition in consumer lending. Commercial business competition
is primarily from local commercial banks. We compete by consistently delivering high-quality, personal
service to our customers which results in a high level of customer satisfaction.

Our market area has a high concentration of financial institutions, many of which are branches of
large money center and regional banks that have resulted from the consolidation of the banking industry
in Washington and other western states. These include such large national lenders as Washington Mutual,
Countrywide, Wells Fargo, Bank of America, Citigroup and others in our market area that have greater
resources than we do and offer services that we do not provide. For example, we do not offer trust
services or non-FDIC insured investments. Customers who seck “one-stop shopping” may be drawn to
institutions that offer services that we do not.

We attract our deposits through our branch office system. Competition for those deposits is
principaily from other savings institutions, commercial banks and credit unions located in the same
community, as well as mutual funds and other alternative investments. We compete for these deposits by
offering superior service and a variety of deposit accounts at competitive rates. Based on the most recent
data provided by the FDIC, there are approximately 75 other commercial banks and savings institutions
operating in the Seattle-Tacoma-Bellevue, Washington Metropolitan Statistical Area and 13 other
commercial banks and savings institutions in Clallam County. Based on the most recent branch deposit
data provided by the FDIC, Sound Community Bank’s share of deposits in the Seattle-Tacoma-Bellevue,
Washington Metropolitan Statistical Area was approximately 0.2%. The five largest financial institutions
in that area have 71.3% of those deposits. In addition, our share of deposits in Clallam County was 4.6%,
with the five largest institutions in that county having 68.5% of the deposits.

Employees

At December 31, 2007, we had a total of 63 full-time employees and 10 part-time employees.
Our employees are not represented by any collective bargaining group. Management considers its
employee relations to be good. For the last three years, we have been selected by Washington CEQ
Magazine as one of the 50 best employers in the Seattle area.

How We Are Regulated

Set forth below is a brief description of certain laws and regulations that are applicable to the
Company, the Bank and the MHC. The description of these laws and regulations, as well as descriptions
of laws and regulations contained elsewhere herein, does not purport to be complete and is qualified in its
entirety by reference to the applicable laws and regulations.
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Legislation is introduced from time to time in the United States Congress that may affect our
operations. In addition, the regulations governing the Company, the Bank and the MHC may be amended
from time to time by the FDIC or the OTS. Any such legislative or regulatory changes in the future could
adversely affect our operations and financial condition. No assurance can be given as to whether or in
what form any such changes may occur.

The OTS has extensive enforcement authority over all savings associations and their holding
companies, including the Company, the Bank and the MHC. This enforcement authority includes, among
other things, the ability to assess civil money penalties, to issue cease-and-desist or removal orders and to
initiate injunctive actions. In general, these enforcement actions may be initiated for violations of laws
and regulations and unsafe or unsound practices. Other actions or inactions may provide the basis for
enforcement action, including misleading or untimely reports filed with the OTS. Except under certain
circumstances, public disclosure of formal enforcement actions by the QTS is required by law. The QTS
issued a supervisory directive to Sound Community Bank in November 2005, which addressed the level
of investment in commercial loans, asset classification and loan review and improving earnings and
capital levels. Under that directive, as amended, Sound Community Bank’s total investment in
commercial loans was limited to 15% of assets, of which at least initially 12% and later 10% had 1o be
secured by commercial real estate. Sound Community Bank also was required to reach earnings and
capital levels in their business plan and enhance their loan review and classification process. The
directive was terminated on August 29, 2007.

Sound Community Bank

The Bank, as a federally chartered savings bank, is subject to regulation and oversight by the
OTS, which extends to all aspects of its operations. This regulation of the Bank is intended for the
protection of depositors and the insurance of accounts fund and not for the purpose of protecting
shareholders. The Bank is required to maintain minimum levels of regulatory capital and is subject to
some limitations on the payment of dividends to Sound Financial. Sece “- Regulatory Capital
Requirements” and “- Limitations on Dividends and Other Capital Distributions.” The Bank also is
subject to regulation and examination by the FDIC, which insures the deposits of the Bank to the
maximum extent permitted by law.

Office of Thrift Supervision. The investment and lending authority of the Bank is prescribed by
federal laws and regulations, and it is prohibited from engaging in any activities not permitted by such
laws and regulations.

As a federal savings bank, the Bank is required to meet a qualified thrift lender test. This test
requires the Bank to have at least 65% of its portfolio assets, as defined by regulation, in qualified thrift
investments on a monthly average for nine out of every 12 months on a rolling basis. As an alternative,
we may maintain 60% of our assets in those assets specified in Section 7701(a)(19) of the Internal
Revenue Code. Under either test, we are required to maintain a significant portion of our assets in
residential-housing-related loans and investments. Any institution that fails to meet the qualified thrift
lender test becomes subject to certain restrictions on its operations and must convert to a national bank
charter, unless it re-qualifies as, and thereafter remains, a qualified thrift lender. If such an institution has
not requalified or converted to a national bank within three years after the failure, it must divest of all
investments and cease all activities not permissible for a national bank. As of December 31, 2007, the
Bank met this requirement with a qualified thrift lender percentage of 73.01%.

Our relationship with our depositors and borrowers is regulated to a great extent by federal laws
and regulations, especially in such matters as the ownership of accounts and the form and content of our
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mortgage requirements. In addition, the branching authority of the Bank is regulated by the OTS. The
Bank is generally authorized to branch nationwide.

The Bank is subject to a statutory lending limit for aggregate loans to one person or a group of
persons combined because of certain common interests. That limit is equal to 15% of our unimpaired
capital and surplus, except for loans fully secured by readily marketable collateral, in which case that
limit is increased to 25%. At December 31, 2007, the Bank’s lending limit under this restriction was $2.4
million. We have no loans or lending relationships in excess of our lending limit.

We are subject to periodic examinations by the OTS. During these examinations, the examiners
may require the Bank to provide for higher general or specific loan loss reserves, which can impact our
capital and earnings. As a federal savings bank, the Bank is subject to a semi-annual assessment, based
upon its total assets, to fund the operations of the OTS.

Transactions between the Bank and its affiliates generally are required to be on terms as favorable
to the institution as transactions with non-affiliates, and certain of these transactions, such as loans to an
affiliate, are restricted to a percentage of the Bank’s capital. In addition, the Bank may not lend to any
affiliate engaged in activities not permissible for a bank holding company or acquire the securities of most
affiliates. Sound Financial and MHC are affiliates of the Bank.

The OTS has adopted guidelines establishing safety and soundness standards on such matters as
loan underwriting and documentation, asset quality, earnings standards, internal controls and audit
systems, interest rate risk exposure and compensation and other employee benefits. Any institution
regulated by the OTS that fails to comply with these standards must submit a compliance plan.

FDIC Regulation and Insurance of Accounts. The Bank’s deposits are insured up to the
applicable limits by the FDIC, and such insurance is backed by the full faith and credit of the United
States Government. As insurer, the FDIC imposes deposit insurance premiums and is authorized to
conduct examinations of and to require reporting by FDIC-insured institutions. OQur deposit insurance
premiums for the year ended December 31, 2007 were $100,000. The FDIC also may prohibit any FDIC-
insured institution from engaging in any activity that it determines by regulation or order to pose¢ a serious
risk to the deposit insurance fund. The FDIC also has the authority to initiate enforcement actions against
the Bank and may terminate our deposit insurance if it determines that we have engaged in unsafe or
unsound practices or is in an unsafe or unsound condition.

Sound Financial and Sound Community MHC

As savings association holding companies, Sound Financial and MHC are subject to regulation,
supervision and examination by the OTS. The terms of their charters and bylaws are prescribed by the
OTS. Under regulations of the OTS, MHC must own a majority of outstanding shares of Sound Financial
in order to qualify as a mutual holding company. Applicable federal laws and regulations limit the
activities of Sound Financial and MHC and require the approval of the OTS for any acquisition or
divestiture of a subsidiary, including another financial institution or holding company thereof.
Transactions between MHC or Sound Financial and the Bank are subject to regulatory limits and
requirement for transactions with affiliates.

If the Bank fails the qualified thrift lender test, MHC and Sound Financial must obtain the
approval of the OTS prior to continuing, directly or through other subsidiaries, in any business activity
other than those approved for bank holding companies or their subsidiaries. In addition, within one year
of such failure, MHC and Sound Financial must register as, and will become subject to, the restrictions
applicable to bank holding companies.
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Under regulations of the OTS, MHC may convert to the stock form of ownership, though it has
no current intention to do so. In that stock conversion, the members of MHC would have a right to
subscribe for shares of stock in a new company that would own MHC's shares in Sound Financial. In
addition, each share of stock in Sound Financial not owned by MHC would be converted into shares in
that new company in an amount that preserves the holder’s percentage ownership.

Regulatory Capital Requirements

Capital Requirements for the Bank. The Bank is required to maintain minimum levels of
regulatory capital under regulations of the OTS. In addition, the OTS is also authorized to impose capital
requirements in excess of these standards on a case-by-case basis.

The capital regulations require tangible capital of at least 1.5% of adjusted total assets, as defined
by regulation. At December 31, 2007, the Bank had tangible capital of $15.9 million or 6.70% of
adjusted total assets. The capital standards require core or Tier 1 capital equal to at least 3.0% of adjusted
total assets for the strongest institutions with the highest examination rating and 4.0% of adjusted total
assets for all other institutions, unless the OTS requires a higher level based on the particular
circumstances or risk profile of the institution. Core capital generally consists of tangible capital, plus
certain intangibles. Our required core capital level is 4%. At December 31, 2007, the Bank had core
capital equal to $16.0 million or 6.70% of adjusted total assets. The OTS also requires the Bank to have
total capital of at least 8.0% of risk-weighted assets. Total capital consists of core or Tier 1 capital, as
defined above, and Tier 2 capital, which for the Bank, at December 31, 2007, consisted of $828,000 of its
allowance for possible loan and lease losses and a $3,000 unrealized gain on securities available for sale.
Tier 2 capital may be used to satisfy this risk-based requirement only to the extent of Tier 1 capital. In
determining the amount of risk-weighted assets, all assets, including certain off-balance sheet itemns, will
be multiplied by a risk weight, ranging from 0% to 100%, based on the risk inherent in the type of asset.
The OTS is authorized to require Sound Community Bank to maintain an additional amount of total
capital to account for concentration of credit risk, level of interest rate risk, equity investments in non-
financial companies and the risk of non-traditional activities. At December 31, 2007, the Bank had $159
million of risk-weighted assets and total capital of $16.7 million or 10.5% of risk-weighted assets.

The OTS is authorized and, under certain circumstances, required to take certain actions against
savings banks that fail to meet these capital requirements, or that fail to maintain an additional capital
ratio of Tier 1 capital of at least 4.0% of risk weighted-assets. The OTS is generally required to take
action to restrict the activities of an “undercapitalized institution,” which is an institution with less than
either a 4.0% core capital ratio, a 4.0% Tier 1 risked-based capital ratio or an 8.0% total risk-based capital
ratio. Any such institution must submit a capital restoration plan and until such plan is approved by the
OTS may not increase its assets, acquire another institution, establish a branch or engage in any new
activities, and generally may not make capital distributions. The OTS is authorized to impose the
additional restrictions on undercapitalized institutions.

Any institution that fails to comply with its capital plan or has Tier 1 risk-based or core capital
ratios of less than 3.0% or a total risk-based capital ratio of less than 6.0% is considered “significantly
undercapitalized” and must be made subject to one or moere additional specified actions and operating
restrictions that may cover all aspects of its operations and may include a forced merger or acquisition of
the institution. An institution with tangible equity to total assets of less than 2.0% is “critically
undercapitalized” and becomes subject to further mandatory restrictions on its operations. The OTS
generally is authorized to reclassify an institution into a lower capital category and impose the restrictions
applicable to such category if the institution is engaged in unsafe or unsound practices or is in an unsafe
ot unsound condition. The imposition by the OTS of any of these measures on the Bank may have a
substantial adverse effect on its operations and profitability.
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Institutions with at least a 4.0% core capital ratio, a 4.0% Tier 1 risked-based capital ratio and an
8.0% total risk-based capital ratio are considered “adequately-capitalized.” An institution is deemed
“well-capitalized” institution if it has at least a 5% leverage capital ratio, a 6.0% Tier 1 risked-based
capital ratio and an 10.0% total risk-based capital ratio. At December 31, 2007, the Bank was considered
a “well-capitalized” institution.

The OTS also is authorized to reclassify an institution into a lower capital category and impose
the restrictions applicable to such category if the institution is engaged in unsafe or unsound practices or
is in an unsafe or unsound condition. The imposition by the OTS of any of these measures on the Bank
may have a substantial adverse effect on its operations and profitability.

Capital Requirements for Sound Financial and MHC. Sound Financial and MHC are not
subject to any specific capital requirements. The OTS, however, expects them to support the Bank,
including providing additional capital to the Bank when it does not meet its capital requirements. As a
result of this expectation, the OTS regulates the ability of the Bank to pay dividends to Sound Financial.

Limitations on Dividends and Other Capital Distributions

OTS regulations impose various restrictions on savings institutions with respect to the ability of
the Bank to make distributions of capital, which include dividends, stock redemptions or repurchases,
cash-out mergers and other transactions charged to the capital account. The Bank must file a notice or
application with the OTS before making any capital distribution. The Bank generally may make capital
distributions during any calendar year in an amount up to 100% of net income for the year-to-date plus
retained net income for the two preceding years, so long as it is well-capitalized after the distribution. If
the Bank, however, proposes to make a capital distribution when it does not meet its current minimum
capital requirements (or will not following the proposed capital distribution) or that will exceed these net
income limitations, it must obtain OTS approval prior to making such distribution. The OTS may object
to any distribution based on safety and soundness concerns.

Sound Financial will not be subject to OTS regulatory restrictions on the payment of dividends.
Dividends from Sound Financial, however, may depend, in part, upon its receipt of dividends from the
Bank. In addition, the Bank may not make a distribution that would constitute a return of capital during
the three-year term of the business plan submitted in connection with this mutual holding company
reorganization and stock issuance. No insured depositary institution may make a capital distribution if,
after making the distribution, the institution would be undercapitalized.

MHC may elect to waive its pro rata portion of a dividend declared and paid by Sound Financial
after filing a notice with and receiving no objection from the OTS. We anticipate that MHC, subject to its
own need for capital and funds, will waive dividends paid by Sound Financial. The interests of other
shareholders of Sound Financial who receive dividends are not diluted by any waiver of dividends by
MHC in the event of a full stock conversion.

Federal Taxation

General. The Company and the Bank are subject to federal income taxation in the same general
manner as other corporations, with some exceptions discussed below. The following discussion of federal
taxation is intended only to summarize certain pertinent federal income tax matters and is not a
comprehensive description of the tax rules applicable to Sound Financial or the Bank. The Company and
the Bank’s federal income tax returns have never been audited.
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The Company adopted the provisions of FASB Interpretation No. 48, Accounting for Uncertainty
in Income Taxes, on January 1, 2007. The company had no unrecognized tax benefits which would
require an adjustment to the January 1, 2007 beginning balance of retained earnings. The Company had
no unrecognized tax benefits at Janvary 1, 2007 and at December 31, 2007.

The Company recognizes interest accrued and penalties related to unrecognized tax benefits in
tax expense. During the years ended December 31, 2007 and 2006 the Company recognized no interest
and penalties.

The Company or one of its subsidiaries files income tax returns in the U.S. federal jurisdiction,
and various states. With few exceptions, the Company is no longer subject to U.S. federal or state/local
income tax examinations by tax authorities for years before 2004,

Method of Accounting. For federal income tax purposes, the Bank currently reports its income
and expenses on the accrual method of accounting and uses a fiscal year ending on December 31 for filing
its federal income tax return.

Minimum Tax. The Internal Revenue Code imposes an alternative minimum tax at a rate of 20%
on a base of regular taxable income plus certain tax preferences, called alternative minimum taxable
income. The alternative minimum tax is payable to the extent such alternative minimum taxable income
is in excess of the regular tax. Net operating losses can offset no more than 90% of alternative minimum
taxable income. Certain payments of alternative minimum tax may be used as credits against regular tax
liabilities in future years. The Company and the Bank has not been subject to the alternative minimum
tax, nor do we have any such amounts available as credits for carryover.

Net Operating Loss Carryovers. A financial institution may carryback net operating losses to the
preceding two taxable years and forward to the succeeding 20 taxable years. This provision applies to
losses incurred in taxable years beginning after August 6, 1997. At December 31, 2007, we had no net
operating loss carryforwards for federal income tax purposes.

Corporate Dividends-Received Deduction. Sound Financial has elected 1o file a consolidated
return with the Bank. Therefore any dividends it receives from the Bank will not be included as income
to the Company. The corporate dividends-received deduction is 100%, or 80% in the case of dividends
received from corporations with which a corporate recipient does not file a consolidated tax return,
depending on the level of stock ownership of the payer of the dividend.

State Taxation

The Company and the Bank are subject to a business and occupation tax imposed under
Washington law at the rate of 1.5% of gross receipts. Interest received on loans secured by mortgages or
deeds of trust on residential properties and certain investment securities are exempt from this tax.

Internet Website

The Company and the Bank maintain a website, www.soundcb.com. Information pertaining to
Sound Financial, Inc, including SEC filings, can be found by clicking the link on our site called “Investor
Relations.” This Annual Report on Form 10-K and our other reports, proxy statements and other
information filed with the SEC are available on that website within the Investor Relations webpage by
clicking the link called “SEC Filings.” The information contained on our website is not included as a part
of, or incorporated by reference into, this Annual Report on Form 10-K. For more information regarding
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access to these filings on our website, please contact our Corporate Secretary, Sound Financial, Inc., 2005
5th Avenue, Suite 200, Seattle, Washington, 98121 or by calling (206) 443-0834.

Item 1A. Risk Factors
Not required; the Company is a smaller reporting company.
Item 1B. Unresolved Staff Comments

None
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Item 2. Properties

The following table sets forth certain information concerning the main office and each branch
office of Sound Community Bank at December 31, 2007. All of our offices are leased. The operating
leases contain renewal options and require the Bank to pay property taxes and operating expenses on the
properties. Our total rental expense for each of the years ended December 31, 2007, 2006 and 2005 was
$538,000, $582,000 and $481,000, respectively. The aggregate net book value of the Company’s
leasehold improvements, furniture and equipment was $1.4 million at December 31, 2007. See also Note
6 of the Notes to Consolidated Financial Statements. In the opinion of management, the facilities are
adequate and suitable for the current needs of Sound Community Bank. However, we anticipate opening
another banking office in Clallam County, most likely in Port Angeles, during the last quarter of 2008,
though a specific location has not been selected. We may open additional banking offices after 2008 to
better serve current customers and to attract new customers.

Owned or Lease
Location Year opened leased expiration date

Main office:
2005 5™ Avenue 1993 Leased 2017

Seattle, WA 98121

Branch offices:

Cedar Plaza Branch 2004 Leased 2015°
22807 44™ Avenue West

Mountlake Terrace, WA 98043

East Marginal Branch (Tukwila) 1953 Leased 2010°
10200 East Marginal Way South
Seattle, WA 98168

Lakewood Branch 2004 Leased 2009*
Lakewood Town Center
61111 Lakewood Town Center
Blvd., SW, Suite B
Lakewood, WA 98499

Sequim Branch 1997 Leased 2013°
541 North 5" Avenue
Sequim, WA 98382

1. Lease contains no renewal option.

2. Lease provides for four five-year renewals.
3. Lease provides for one two-year renewal,
4. Lease provides for one five-year renewal.
5. Lease provides for two nine-year renewals.

We maintain depositer and borrower customer files on an on-line basis, utilizing a
telecommunications network, portions of which are leased. The book value of all data processing and
computer equipment utilized by Sound Community Bank at December 31, 2007 was $257,000.
Management has a disaster recovery plan in place with respect to the data processing system, as well as
Sound Community Bank’s operations as a whole.
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Item 3. Legal Proceedings

From time to time we are involved as plaintiff or defendant in various legal actions arising in the
normal course of business. We do not anticipate incurring any material legal fees or other liability as a
result of such litigation.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to a vote of security holders, through the solicitation of proxies or
otherwise, during the quarter ended December 31, 2007.

PART 1

Item5.  Market for Registrant’s Cemmon Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

We had no common stock outstanding in 2007 and 2006. Our minority public offering closed on
January 8, 2008 at a price of $10.00 per share, so pricing information is available from that date forward.
Except for the original issuance price of $10.00 per share, our stock price reflects the high and low bid
information for each period. The closing price of our common stock on March 24, 2008 was $9.14. This
stock price information was provided by the Yahoo Finance System and is based on OTC quotations,
which reflect inter-dealer prices with retail mark-up, mark-down or commissions and may not represent
actual transactions. The shares of Sound Financial are traded on the Over-the-Counter Electronic Bulletin
Board under the symbol "SNFL.OB."

The board of directors of Sound Financial, Inc. currently intends to pay cash dividends on the
common stock in the future. The amount and timing of any dividends, however, has not yet been
determined. The payment of dividends will depend upon a number of factors, including capital
requirements, our financial condition and results of operations, tax considerations, statutory and
regulatory limitations, and general economic conditions. No assurances can be given that any dividends
will be paid or that, if paid, will not be reduced or eliminated in future periods. Our future payment of
dividends may depend, in part, upon receipt of dividends from Sound Community Bank. Federal
regulations restrict the ability of Sound Community Bank to pay dividends and make other capital
distributions to us.

We have no equity compensation plans and have not repurchased any shares of our Common
Stock.
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Item 6, Selected Financial Data

SELECTED CONSOLIDATED FINANCIAL AND OTHER DATA

The following information is only a summary and you should read it in conjunction with our
consolidated financial statements and accompanying notes contained in Item 8 of this Form 10-K.

At December 31,
2007 2006 2003
(In thousands)

Selected Financial Condition Data:

TOtal BSSELS . oveeureeireeceecrere st ees e e e s essesretenenreree e 52.36,965 $220,663 $204,231
Loans receivable, Det.....c.ocovcceiiicrciiieenecrnse e sessssvseniinneee. 219,406 204,812 189,466

Loans held for Sale .....coooveeieeeei e seres e v e ererenn e ’22 1,307 1,069
Mortgage-backed securities available for sale (at fair value}).... 71 170 222
Federal Home Loan Bank stocK ..........ccveivveevevnicrnsnnieinneccrnrenns 1,320 1,320 1,320
DIEPOSILS ..ottt erirr e eecvssseessnessessnsaessesessermsnseneenrens 202,791 180,968 168,173
Federal Home Loan Bank advances...........c.coooceoveeeeevviiceeenene, 15,869 22,029 21,304
EQUILY oottt srare st e svast e eanaa e e s ser e asae e s 15,888 15,569 13,310
For the year ended
December 31,
2007 2006 2005
(in thousands)
Selected Operations Data:
Total interest INCOME ..........orvvvverereerrerseseneeenns $14,959 $13,641 $12,158
Total interest EXPense .........ccocveiverrerrvreenraennens 7,925 6,386 4,376
Net interest InCOME......cooeveecrvvereeeecnerrrnne. 1,034 7,255 7,782
Provision for loan 10SSes......ccooeervevivceeeccerene e, 250 282 946

Net interest income afier provision for
1oan [0SSES vveeviecnrreeieccceessten e 0,784 6,973 6,836

Fees and service charges...........oceeccvivcninennens 1,633 1,911 1,642
Gain (loss) on sales of loans'" ........cc.ccoovernenecnn. 11 2,277 (13)
Gain (loss) on sales of securities.........ccccoccouvne. - - 21)
Other non-interest iNCOME .......ccveueeirvreesriiienes 472 424 508

Total non-interest iIRCOME.......cccivriieeiriens 2,116 4612 2,116
Total non-interest EXPense........ovvvrerevecrrrvsnseres 8.519 8234 8.298
Income before provision for income taxes......... 181 3,351 654
Provision for NCOMme taXes ....c.covvvvvenvervvrreeninnen. 62 1,108 258

NEL INCOMIC ..ottt s eeceeee s s eeseesaeanns $_319 $.2243 $_396

" The gain on sale of loans for the year ended December 31, 2006 and for the six months ended June 30, 2006,

includes the $2.3 million gain on the sale of our $11.6 million credit card portfolio.
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For the year ended
December 31,
2007 2006 2005
Selected Financial Ratios and Other Data:
Performance ratios:"
Return on assets (ratio of net income to
average total 8ssets)............cccvvviene 0.14% 1.06% 0.21%
Return on equity (ratio of net income to
average equUity) .oococevreecinnernesine. 2.00% 15.10% 2.93%
Interest rate spread information:
Average during period............cccoren.. 3.11% 3.53% 4.28%
End of period.......ocoovvrnrecnennsirsnnenenn, 3.19% 3.02% 3.68%
Net interest margin® ..........cccooovvvvevnrerornnns 3.22% 3.64% 4.33%
Non-interest income to operating
FEVETIUE oottt emene e e 23.12% 39.81% 23.64%
Operating expense to average total
BSSCLS. ..t peensrerrareeere et s e neraras 3.70% 3.90% 4.34%
Average interest-earning assets to
average interest-bearing liabilities...... 99.79% 103.34% 102.42%
Efficiency ratio™ ...ccocoovevvvvcerrcenriieceeee. 93.10% 69.39% 83.66%
Asset quality ratios:
Non-performing assets to total assets at
end of period......cocoveriininnnnne, 0.54% 0.18% 0.22%
Non-performing loans to gross loans......... 0.19% 0.14% 0.23%
Allowance for loan losses to non-
performing loans........cococeceeerceenrr, 198.22% 281.51% 294.21%
Allowance for loan losses to gross loans... 0.37% 0.40% 0.69%
Net charge-offs to average loans
outstanding ... 0.11% 0.40% 0.37%
Capital ratios;
Equity to total assets at end of period......... 6.70% 7.06% 6.52%
Average equity to average assets............... 6.94% 7.03% 7.07%
Other data:
Number of fuil service offices.......cc.cc..... 5 5 5

% Performance ratios during the 2006 periods include a $2.3 million gain resulting from the sale of our credit card

portfolio in June 2006.

Net interest income divided by average interest earning assets.

Total other operating expense, excluding real estate owned and repossessed property expense, as a percentage of
net interest income and total other operating income, excluding net securities transactions.

2)
J)
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation

MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

General

Sound Financial was incorporated on January 8, 2008, to hold all of the stock of the Bank, which
converted from a state-charted credit union to a federally chartered savings bank in 2003. Prior to that
conversion, its name was Credit Union of the Pacific.

In connection with its organization, Sound Financial sold 1,297,148 shares of common stock to
investors at $10.00 per share in a subscription offering, which closed on January 8, 2008. Those shares
constitute 44% of the outstanding shares of common stock of Sound Financial. In connection with the
closing of the offering, Sound Financial also issued 29,480 shares of common stock to Sound Community
Foundation, a charitable foundation created by Sound Community Bank in connection with the mutual
holding company reorganization and subscription offering. The remaining 1,621,435 shares of common
stock of Sound Financial outstanding were issued in accordance with federal law to Sound Community
MHC, a federal mutual holding company (“MHC”).

Sound Financial raised $12,971,480 in its public offering and after paying $882,000 in offering
expenses, it contributed $8,000,000 to the bank, lent $1,155,600 to fund its employee stock ownership
plan’s purchase of shares in the offering and retained the remaining $2,934,000 for working capital. As
the MHC reorganization and stock offering were completed subsequent to the year ended December 31,
2007, the information in this document relates primarily to the bank, except as otherwise indicated.

Our principal business consists of attracting retail deposits from the general public and investing
those funds, along with borrowed funds, in loans secured by first and second mortgages on one- to four-
family residences (including home equity loans and lines of credit), commercial real estate, consumer
loans and, to a lesser extent, construction and development loans and commercial business loans. We
offer a wide variety of secured and unsecured consumer loan products, including manufactured home
loans, direct automobile loans, and boat and recreational vehicle loans. We intend to continue
emphasizing our residential mortgage, home equity and consumer lending, while also expanding our
emphasis in the commercial real estate, construction and development and commercial business lending
areas. In recent years, we have focused on expanding our commercial and construction and development
lending; however, our commercial lending has been limited by our capital level and, until recently, an
OTS supervisory directive that restricted our cominercial loan portfolios to levels specified in our
business plan submitted when we applied for a savings bank charter.

The OTS issued a supervisory directive to the Bank in November 2005, because its capital was
below levels in its business plan, its level of commercial real estate and business loans was above levels
in its business plan, its earnings were below levels to maintain adequate capital; it did not conduct an
independent loan review; and its commercial loan monitoring required improvement. Under that
directive, as amended, the Bank’s total investment in commercial loans was limited to 15% of assets, of
which at least initially 12% and later 10% had to be secured by commercial real estate. The Bank also
was required to reach earnings and capital levels in their business plan and enhance their loan review and
classification process, including obtaining an independent loan review. The directive affected our
operations by limiting our total investment in commercial loans; however, it was terminated on August
29, 2007.
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As part of our business, we focus on mortgage loan originations, many of which we sell to Fannie
Mae. We sell these loans with servicing retained to maintain the direct customer relationship and
promote our emphasis on strong customer service. We originated $30.6 million and $38.7 million in
fixed-rate one- to four-family residential mortgage loans during the years ended December 31, 2007 and
2006, respectively. During these same periods, we sold $25.7 million and $26.2 million, respectively, of
one- to four-family residential mortgage loans.

We offer a variety of deposit accounts, which are our primary source of funding for our lending
activities. In recent years, however, we have relied increasingly on Federal Home Loan Bank advances to
augment our deposits and fund our loan growth. We have adopted a leverage strategy to use long-term
Federal Home Loan Bank advances to fund asset and loan growth. We have adopted a plan of
reorganization and stock issuance, primarily to increase our capital to grow our loan portfolio and to
continue to build our franchise.

The Bank is significantly affected by prevailing economic conditions as well as government
policies and regulations concerning, among other things, monetary and fiscal affairs, housing and
financial institutions. Deposit flows are influenced by a number of factors, including interest rates paid
on competing time deposits, other investments, account maturities, and the overall level of personal
income and savings. Lending activities are influenced by the demand for funds, the number and quality
of lenders, and regional economic cycles. Sources of funds for lending activities of the Bank include
primarily deposits, borrowings, payments on loans and income provided from operations.

The Bank’s eamings are primarily dependent upon our net interest income, the difference
between interest income and interest expense. Interest income is a function of the balances of loans and
investments outstanding during a given period and the yield earned on these loans and investments.
Interest expense is a function of the amount of deposits and borrowings outstanding during the same
period and interest rates paid on these deposits and borrowings. The Bank’s eamings are also affected by
our provision for loan losses, service charges and fees, gains from sales of loans, commission income,
other income, operating expenses and income taxes.

Critical Accounting Policies

Certain of our accounting policies are¢ important to the portrayal of our financial condition, since
they require management to make difficult, complex or subjective judgments, some of which may relate
to matters that are inherently uncertain. Estimates associated with these policies are susceptible to
material changes as a result of changes in facts and circumstances. Facts and circumstances which could
affect these judgments include, but are not limited to, changes in interest rates, changes in the
performance of the economy and changes in the financial condition of borrowers. Management believes
that its critical accounting policies include determining the allowance for loan losses, accounting for
mortgage servicing rights and accounting for deferred income taxes. Our accounting policies are
discussed in detail in Note 1 of the Notes to Consolidated Financial Statements included in this
prospectus.

Allowance for Loan Loss. The allowance for loan losses is the amount estimated by
management as necessary to cover losses inherent in the loan portfolio at the balance sheet date. The
allowance is established through the provision for loan losses, which is charged to income. Determining
the amount of the allowance for loan losses necessarily involves a high degree of judgment. Among the
material estimates required to establish the allowance are: loss exposure at default; the amount and
timing of future cash flows on impacted loans; value of collateral; and determination of loss factors to be
applied to the various elements of the portfolio. All of these estimates are susceptible to significant
change. Management reviews the level of the allowance at least quarterly and establishes the provision
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for loan losses based upon an evaluation of the portfolio, past loss experience, current economic
conditions and other factors related to the collectibility of the loan portfolio. To strengthen our loan
review and classification process, which was part of an OTS supervisory directive that was terminated in
August 2007, we engaged an independent consultant to review our classified commercial loans and a
sampling of our non-classified commercial loans. We also enhanced our credit administration policies
and procedures to improve our updated data on commercial borrowers. This change did not greatly
impact the determination of our allowance for loan losses, as we did not experience any unusual losses on
classified loans relative to non-classified loans. Although we believe that we use the best information
available to establish the allowance for loan losses, future adjustments to the allowance may be necessary
if economic conditions differ substantially from the assumptions used in making the evaluation. In
addition, the OTS, as an integral part of its examination process, periodically reviews our allowance for
loan losses. Such agency may require us to recognize adjustments to the allowance based on its
judgments about information available to it at the time of its examination. A large loss could deplete the
allowance and require increased provisions to replenish the allowance, which would adversely affect
earnings.

Mortgage Servicing Rights. We record mortgage servicing rights on loans sold to Fannie Mae
with servicing retained. The Bank stratifies its capitalized mortgage servicing rights based on the type,
term and interest rates of the underlying loans. Impairment is recognized through a valuation allowance
for each impaired stratum. Management assesses impairment by comparing the amortized cost basis to
the estimated fair value to determine if its rights are impaired. Any impairment would be required to be
recorded during the period identified. Our mortgage servicing rights totaled $865,000 as of December 31,
2007. If our mortgage servicing rights were determined to be impaired, our financial results would be
impacted.

Income Taxes. Income taxes are reflected in our financial statements to show the tax effects of
the operations and transactions teported in the financial statements and consist of taxes currently payable
plus deferred taxes. SFAS No. 109, “Accounting for Income Taxes,” requires the asset and liability
approach for financial accounting and reporting for deferred income taxes. Deferred tax assets and
liabilities result from differences between the financial statement carrying amounts and the tax bases of
assets and liabilities. They are reflected at currently enacted income tax rates applicable to the period in
which the deferred tax assets or liabilities are expected to be realized or settled and are determined using
the assets and liability method of accounting. The deferred income provision represents the difference
between net deferred tax asset/liability at the beginning and end of the reported period. In formulating
our deferred tax asset, we are required to estimate our income and taxes in the jurisdiction in which we
operate. This process involves estimating our actual current tax exposure for the reported period together
with assessing temporary differences resulting from differing treatment of items, such as depreciation and
the provision for loan losses, for tax and financial reporting purposes.

Business and Operating Strategy and Goals

Our primary objective is to continue to grow Sound Community Bank as a well-capitalized,
profitable, independent, community-oriented financial institution serving customers in our primary market
areas. Our strategy is simply to provide innovative products and superior service to both individuals and
small businesses in our primary market areas, which we currently provide through our five convenient full
service banking centers located in the heart of downtown Seattle, Lakewood, Mountlake Terrace, Sequim
and Tukwila, Washington. We support these banking centers with 24/7 access to on-line banking and
participation in a world wide ATM network. Our basic operating strategy and goals are listed below.
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Grow our franchise and meet competition in our market through our excellent customer
service at our existing and new branch banking centers. We operate with a service-oriented approach to
banking by meeting our customers’ needs and emphasizing the delivery of a consistent and high-quality
level of professional service. The proceeds of our recently completed offering will allow us to originate
loans for portfolio and provide services consistent with the needs of customers in our market areas. We
have adopted a leverage strategy to utilize long-term Federal Home Loan Bank advances to fund asset and
loan growth. We will continue to expand our business by cross-selling our loan and deposit products and
services to our customers and emphasizing our traditional strengths, which include residential mortgages,
consumer loans, small business lending and core deposits. In addition, we will continue to sell a portion
of our residential mortgage portfolio to Fannie Mae on a servicing retained basis. We will also seek
opportunities to sell loans we originate that are not saleable to Fannie Mae, generally including iand
loans, jumbo mortgage loans and manufactured home loans, but will only sell those loans if we can do so
on a servicing retained basis. This allows us to maintain our customer relationship while also having the
funds from the sale of the loans available to make additional mortgage loans. Our attention to client
service and competitive rates allow us to attract and retain deposit and loan customers. We expect to
expand our banking operations with a new banking office in each of 2008, 2009 and 2010. Our next
branch is expected to be located in Clallam County, though no specific location has been selected. No
locations have been selected for additional future branch expansions.

Emphasizing lower cost core deposits to reduce the funding costs of our loan growth. We
offer personal and business checking accounts, NOW accounts and savings and money market accounts,
which generally are lower-cost sources of funds than certificates of deposits, and are less sensitive to
withdrawal when interest rates fluctuate. In order to build our core deposit base, we are pursuing a
number of strategies. First, we will continue to provide sales promotions on savings and checking
accounts to encourage the growth of these types of deposits. Second, we require all commercial loan
customers to maintain a deposit relationship with us, generally a business checking account relationship
to the extent practicable, for the term of their loans. Finally, we have made, and will continue to make,
available preferential loan and time deposit pricing to customers who maintain a qualifying checking
account.

Growing and diversifying our loan portfolio by emphasizing the origination of one- to four-
JSamily residential mortgage, home equity, commercial real estate, commercial business, construction
and development, and consumer loans. Our infrastructure, personnel and fixed operating base can
support a substantially larger asset base. Our strategy for increasing net income includes increasing our
loan originations, particularly with higher yielding commercial, construction and development, and
consumer loans. Our business plan emphasizes the origination of loans secured by residential real estate
and loans for business purposes, including commercial real estate and construction and development
loans. Our increased capital level resulting from the offering will enable us to make larger commercial
real estate and business loans to meet the demand for these loan products in our primary market area. The
addition of our Chief Credit Officer strengthens our ability to increase our commercial loan products,
while maintaining asset quality. Commercial real estate loans and commercial business loans generally
are originated with higher interest rates compared to one- to four-family residential mortgage loans and,
therefore, have a positive effect on our net interest rate spread and net interest income. In addition, most
of these loans are originated with adjustable interest rates, which assist us in managing interest rate risk.

Maintaining high asset quality. Our asset quality has improved in recent years, through
managing credit risk, and is reflected by our low level of nonperforming assets. Our percentage of non-
performing assets to total assets was (.54% and 0.18% at December 31, 2007 and December 31, 2006,
respectively. The increase in 2007 is the result of two foreclosed single family residences, neither of
which appears to pose the risk of a material loss to the bank. We introduce new loan products when we
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are confident that our staff has the necessary expertise and that sound underwriting and collection
procedures are in place. We also underwrite all of our commercial loans centrally to ensure uniformity
and consistency in underwriting decisions.

Leveraging our capital. We plan to improve our overall efficiency and profitability by
leveraging our increased capital base resulting from the offering by increasing our borrowing capacity at
the Federal Home Loan Bank of Seattle. We also will access alternative funding sources, including lower
cost deposits and loan sales.

Improve earnings. Through product selection and pricing and lower cost funds, we will seek to
optimize our interest rate margin while managing our interest rate risk. We will seek new sources of non-
interest income by emphasizing selective products and services that provide diversification of revenue
sources, including fees and servicing income. We also will strive to control operating expenses while
continuing to provide superior personal service to our customers.

Comparison of Financial Condition at December 31, 2007 and December 31, 2006

General. Total assets increased by $16.3 million, or 7.4%, to $237.0 million at December 31,
2007 from $220.7 million at December 31, 2006. The increase was primarily the result of a $14.9
million, or 7.2%, increase in our loan portfolio, including loans held for sale, from $206.1 million at
December 31, 2006, to $221.0 million at December 31, 2007. The increase in total assets was funded by
a $21.8 million increase in deposits, which was offset by a $6.2 million decrease in Federal Home Loan
Bank advances.

Loans. Our loan portfolio, including loans held for sale, increased $14.9 million, or 7.2%, from
$206.1 million at December 31, 2006 to $221.0 million at December 31, 2007. This increase in our loan
portfolio consisted primarily of a $10.0 million (48.3%) increase 'in commercial real estate loans, a $6.1
million (15.5%) increase in home equity loans, a $2.7 million (13.7%) increase in manufactured home
loans and a $3.2 million (42.1%) increase in commercial business loans, which was offset by a $6.0
million (6.3%) decrease in residential mortgage loans, including loans held for sale and a $3.3 million
(12.0%) decrease in consumer loans. The increases in our commercial real estate and commercial
business loan portfolios are consistent with our decision to increase commercial lending (particularly
commercial real estate lending). The decline in our residential loan portfolio is primarily the result of the
general slow down of housing purchases in our market area. Recently, housing inventories have
increased resulting in a longer marketing time and, therefore, fewer purchase transactions; however,
prices in the four-county area we serve have not deteriorated significantly. Despite the overall slowdown
in the national housing market and the pressures of the sub-prime market failures, the housing and
employment markets remain strong in the Puget Sound area. As a result of the decrease in residential
loan originations, loans held for sale decreased $500,000, or 37.1%, from $1.3 million at December 31,
2006, to $822,000 at December 31, 2007.

Allowance for Loan Losses. The allowance for loan losses is maintained to cover losses that are
probable and can be estimated on the date of the evaluation in accordance with generally accepted
accounting principles in the United States. It is our estimate of probable incurred credit losses in our loan
portfolio.

Our methodology for analyzing the allowance for loan losses consists of specific and general
components. We stratify the loan portfolio into homogeneous groups of loans that possess similar loss-
potential characteristics and apply an appropriate loss ratio to the homogeneous pools of loans to estimate
the incurred losses in the loan portfolio. The amount of loan losses incurred in our consumer portfolio is
estimated by using historical loss ratios for major loan collateral types adjusted for current factors. We
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use historical peer group averages for commercial loans, due to the less-seasoned nature of this portion of
our loan portfolio. The historical loss experience is generally defined as an average percentage of net
loan losses to loans outstanding. A separate valuation of known losses for individual classified large-
balance, non-homogeneous loans is also conducted in accordance with Statement of Financial Accounting
Standards (“SFAS™) No. 114, The allowance for loan losses on individually analyzed loans includes
commercial business loans and one- to four-family and commercial real estate loans, where management
has concerns about the borrower's ability to repay. Loss estimates include the difference between the
current fair value of the collateral and the loan amount due.

Our allowance for loan losses at December 31, 2007 was $828,000 or 0.37% of net loans
receivable, compared to $822,000 or 0.40% of net loans receivable at December 31, 2006. The increase
in the allowance for loan losses was due primarily to net charge-offs of non-performing loans of
$244,000, offset by a provision for loan losses of $250,000 during the year ended December 31, 2007.
This provision was made during the last hatf of 2007 as a result of a small increases in our delinquencies
and non-performing loans, a slowdown in the local residential housing market and increases in our
commercial loan portfolios. Non-performing loans increased from $292,000 at December 31, 2006 to
$418,000 at December 31, 2007, primarily as a result of one non-performing first mortgage loan, which
made up $256,000 or 61.2% of our non-performing loans at the end of 2007. Non-performing loans to
total loans increased from 0.14% at December 31, 2006 to 0.19% at December 31, 2007. Our loan
portfolio includes a small amount of Alt-A , low-doc and stated income loans. We believe, however, that
our conservative underwriting policies and procedures have resulted in good asset quality. To date, we
have not experienced any significant delinquencies on these types of loans.

Deposits. Total deposits increased by $21.8 million, or 12.1%, to $202.8 million at December 31,
2007 from $181.0 million at December 31, 2006. During 2007, time deposits increased $20.8 million and
demand deposits and interest-bearing checking accounts increased $15.3 million, while savings and
money market accounts decreased $14.3 million. Total deposits increased as a result of $10.2 million
deposited by investors in connection with our stock offering, which was not closed until January 2008.
We also had success in growing commercial deposit accounts. The increase in time deposits and the
decrease in money market and savings accounts was primarily the result of depositors transferring funds
between these accounts to achieve higher rates offered by us in time deposit specials at higher than
market rates.

Borrowings. Federal Home Loan Bank advances decreased $6.2 million, or 28.0%, to $15.9
million at December 31, 2007 from $22.0 million at December 31, 2006. This reduction was primarily to
higher-cost, short-term borrowings. We rely on Federal Home Loan Bank advances to fund loan growth,
when deposit growth is insufficient to fund loan growth. This reliance on borrowings, rather than
deposits, has typically increased our overall cost of funds.

Equity. Total equity increased $319,000, or 2.0%, to $16.0 million at December 31, 2007 from
$15.6 million at December 31, 2006, primarily as a result of net carings of $319,000 in 2007.
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Comparison of Results of Operation for the Year Ended December 31, 2007 and 2006

General, Net income decreased $1.9 million to $319,000 for the year ended December 31, 2007
from $2.2 million for the year ended December 31, 2006. The primary reason for this decrease was our
June 2006 sale of our existing credit card portfolio to a third-party provider for credit card services at a
gain of $2.3 million (pre-tax). Netting out the credit card gain in.2006, net income was $702,000
compared to $319,000 in 2007. The main factors related to this decrease was related to interchange
income earned from VISA in 2006 but not in 2007, as well as lower net interest income as a result of the
VISA sale and higher cost of funds resulting from higher prevailing market rates.

Interest Income. Interest income increased by $1.3 million, or 9.7%, to $15.0 million for the
year ended December 31, 2007 from $13.6 million for the year ended December 31, 2006. The increase
in interest income was primarily related to the increased volume of loans outstanding during the period.

The weighted average yield on loans increased from 6.85% for the year ended December 31,
2006 to 6.90% for the year ended December 31, 2007. The increase was primarily the result of higher
prevailing market interest rates in 2007 than in 2006. We anticipate our weighted average yield on loans
will improve as we continue to emphasize higher yielding commercial real estate and commercial
business lending.

Interest Expense. Interest expense increased $1.5 million, or 24.1%, to $7.9 million for the year
ended December 31, 2007, from $6.4 million for the year ended December 31, 2006. The increase in
interest expense was primarily due to the increased levels of time deposits and Federal Home Loan Bank
advances, and the higher interest rates paid on those funds as a result of the rising interest rate
environment. Our weighted average cost of interest-bearing liabilities was 3.73% for the year ended
December 31, 2007 compared to 3.31% for the same time peried in 2006.

Interest paid on deposits increased $1.1 million, or 20.1%, to $6.6 million for the year ended
December 31, 2007, as compared to $5.4 million for the year ended December 31, 2006. The increase
resulted primarily from an increase in the average balance of outstanding time deposits of $16.9 million to
$96.6 million during the year ended December 31, 2007, compared to $79.7 million during the year ended
December 31, 2006. A 63 basis point increase in the average rate paid on those funds also contributed to
the increase. Partially offsetting the increase was a $11.8 million decrease in the average balance of
outstanding savings and money market accounts during the year ended December 31, 2007, compared to
the year ended December 31, 2006.

Interest expense on Federal Home Loan Bank advances increased $401,000, or 42.4%, to $1.3
million for the year ended December 31, 2007 from $945,000 for the year ended December 31, 2006.
The increase resulted from an increase in the average balance of outstanding Federal Home Loan Bank
advances of $6.7 million, to $26.5 million for the year ended December 31, 2007 from $19.8 million for
the year ended December 31, 2006. In addition, the cost of Federal Home Loan Bank advances increased
31 basis points from 4.77% for the 2006 period to 5.08% for the 2007 period.

Net Interest Income. Net interest income decreased $221,000, or 3.0%, to $7.0 million for the
year ended December 31, 2007 from $7.3 million for the year ended December 31, 2006. The decrease in
net interest income primarily resulted from an increase in our cost of funds caused by the continued rising
interest rate environment. The increase in our cost of funds was greater than the increase in our average
yield on loans. Qur net interest margin was 3.22% for the year ended December 31, 2007, compared to
3.64% for the year ended December 31, 2006.
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Provision for Loan Losses. We establish provisions for loan losses, which are charged to
eamnings, at a level required to reflect probable incurred credit losses in the loan portfolio. In evaluating
the level of the allowance for loan losses, management considers historical loss experience, the types of
loans and the amount of loans in the loan portfolio, adverse situations that may affect borrowers’ ability to
repay, estimated value of any underlying collateral, peer group data, prevailing economic conditions, and
current factors. Large groups of smaller balance homogeneous loans, such as residential real estate, small
commercial real estate, home equity and consumer loans, are evaluated in the aggregate using historical
loss factors adjusted for current economic conditions and other relevant data. Larger non-homogeneous
loans, such as commercial loans for which management has concerns about the borrowers’ ability to
repay, are evaluated individually, and specific loss allocations are provided for these loans when
necessary.

Based on management’s evaluation of these factors, provisions of $250,000 and $282,000 were
made during the years ended December 31, 2007 and 2006, respectively. The decrease in the provision
for loan losses for 2007 was primarily attributable to the sale of the higher risk credit card portfolio in
June 2006 and the current level of the allowance for loan losses. At December 31, 2007, the annualized
ratio of net charge-offs to average loans decreased 3 basis points to 0.37% from 0.40% at December 31,
2006. The ratio of non-performing loans to total loans increased from 0.14% at December 31, 2006 to
0.19% at December 31, 2007, primarily due to the addition of one non-performing first mortgage loan.

Noninterest Income. Noninterest income decreased $2.5 million, or 54.1%, to $2.1 million for
the year ended December 31, 2007 from $4.6 million for the year ended December 31, 2006. The overall
decrease is the result of the $2.3 million one-time gain resulting from the sale of the credit card portfolio
in June 2006. Fees and services charges decreased $278,000 or 14.6% during the 2007 period to $1.6
million, primarily because of a reduction in VISA credit card interchange income during the 2007 period.

Noninterest Expense. Noninterest expense increased $284,000, or 3.4%, to $8.5 million for the
year ended December 31, 2007, compared to $8.2 million for the year ended December 31, 2006. The
increase was primarily the result of higher data processing expense in 2007 compared to 2006. The
increase in data processing expense was offset to an extent by a decrease in operations expense related to
VISA credit card processing.

Income Tax Expense. For the periods ended December 31, 2007 and 2006, there was a $1.0
million decrease in tax expense, due to the gain on the sale of our credit card portfolio, from $1.1 million
in 2006, to $62,000 in 2007.

Liquidity

Management maintains a liquidity position that it believes will adequately provide funding for
loan demand and deposit run-off that may occur in the normal course of business. We rely on a number
of different sources in order to meet our potential liquidity demands. The primary sources are increases in
deposit accounts, Federal Home Loan Bank advances and cash flows from loan payments.

As of December 31, 2007, our total borrowing capacity was $47.4 million with the Federal Home
Loan Bank of Seattle, subject to certain requirements, with unused borrowing capacity of $31.6 million at
that date. Our low level of liquid investment securities creates more reliance on our line of credit with the
Federal Home Loan Bank of Seattle. In addition, we have historically sold all of our conforming
mortgage loans in the secondary market to Fannie Mae in order to reduce interest rate risk and to create
still another source of liquidity. In order to obtain an additional source of liquidity, we have been in
discussions with an institutional investor to determine if it will purchase our mortgage products that do
not meet Fannie Mae standards, including land loans, jumbo loans, and some adjustable rate mortgage
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loans. Because of a recent tightening of credit funding generally and reduction in institutional investors
investing in securitized mortgage products, it is not certain this arrangement will be finalized

Liquidity management is both a daily and long-term function of business management. Excess
liquidity is generally invested in short-term investments, such as overnight deposits and federal funds. On
a longer term basis, we maintain a strategy of investing in various lending products and investment
securities, including mortgage-backed securities. Participation loans sold include commercial real estate
loans. These participations are sold to manage borrower concentration risk as well as interest rate risk.
This activity has increased as a result of increased production. We use our sources of funds primarily to
meet ongoing commitments, pay maturing deposits and fund withdrawals, and to fund loan commitments.
At December 31, 2007, the approved outstanding loan commitments, including unused lines of credit,
amounted to $37.7 million. Certificates of deposit scheduled to mature in one year or less at December
31, 2007, totaled $77.5 million. It is management’s policy to manage deposit rates that are competitive
with other local financial institutions. Based on this management strategy, we believe that a majority of
maturing deposits will remain with Sound Community Bank.

During 2007, cash and cash equivalents increased $456,000, or 8.1%, from $5.6 million as of
December 31, 2006 to $6.1 million as of December 31, 2007. Cash from financing activities of $15.7
million and cash from operating activities of $3.8 million more than offset cash used for investing
activities of $19.0 million for the year ended December 31, 2007. Primary sources of cash for 2007
included an increase in deposits of $21.8 million, Primary uses of cash included an increase in net loans
receivable and loans held for sale of $14.1 million.

Except as set forth above, management is not aware of any trends, events, or uncertainties that
will have, or that are reasonably likely to have a material impact on liquidity, capital resources or
operations. Further, management is not aware of any current recommendations by regulatory agencies
which, if they were to be implemented, would have this effect.

Off-Balance Sheet Activities

In the normal course of operations, Sound Community Bank engages in a variety of financial
transactions that are not recorded in our financial statements. These transactions involve varying degrees
of off-balance sheet credit, interest rate and liquidity risks. These transactions are used primarily to
manage customers’ requests for funding and take the form of loan commitments and lines of credit. For
the year ended December 31, 2007, we engaged in no off-balance sheet transactions likely to have a
material effect on our financial condition, results of operations or cash flows.

A summary of our off-balance sheet commitments to extend credit at December 31, 2007, is as

follows: :
Off-balance sheet loan commitments:
Commitments to make 10ans..........c.cccoeveervre conians $ 1,406
Undisbursed portion of loans closed............ ...... 2,324
Unused lines of credit ........ocooeooeivnivieecins e, 32,354
Irrevocable letters of credit...........oooveeeviiiiinenns 1,578
Total loan comnutMents ...............occeceerrerreerernene $37,659
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Capital Resources

Sound Community Bank is subject to minimum capital requirements imposed by the OTS. Based
on its capital levels at December 31, 2007, Sound Community Bank exceeded these requirements as of
that date and continues to exceed them as of the date of this prospectus. Consistent with our goals to
operate a sound and profitable organization, our policy is for Sound Community Bank to maintain a
“well-capitalized” status under the capital categories of the OTS. Based on capital levels at December 31,
2007, Sound Community Bank was considered to be well-capitalized. Management monitors the capital
levels of Sound Community Bank to provide for current and future business opportunities and to meet
regulatory guidelines for “well-capitalized” institutions. The following table shows the capital ratios of
the Bank at December 31, 2007.

Minimum Required to

Be Well-Capitalized
Under Prompt
Minimum Capital Corrective
Actual Requirements Action Provisions
Amount Ratio Amount Ratio Amount Rate
(Dollars in thousands)

Core capital (to total adjusted assets).............ccererrervenne. $15,885 6.70% $9,479 4.00% 11,848 5.00%
Core capital (to risk-weighted assets) ... e $15,885 1000%  $9,572 6.00%" 9,531 6.00%
Risked-based capital {to risk-weighted assets) 816,716 10.52% $12,708 8.00% 15,885 10.00%

V" The Tier 1 risk-based capital requirement for a well-capitalized institution is 6% of risk-weighted asscts. See

“How We Are Regulated - Regulatory Capital Requirements.”

After December 31, 2007, the Bank became a subsidiary of the Company, and the Company
raised $13.0 million in its public offering, which resulted in net proceeds of $12.1 million, which
increased the capital levels of the Company and the Bank. We believe that we have sufficient capital to
carry out our proposed business plan at least through 2008 and to meet any applicable regulatory capital
requirements during that period.

Impact of Inflation

The effects of price changes and inflation can vary substantially for most financial institutions.
While management believes that inflation affects the growth of total assets, it believes that it is difficult to
assess the overall impact. Management believes this to be the case due to the fact that generally neither
the timing nor the magnitude of the inflationary changes in the consumer price index (*CPI”) coincides
with changes in interest rates. The price of one or more of the components of the CPI may fluctuate
considerably and thereby influence the overall CPI without having a corresponding affect on interest rates
ot upon the cost of those good and services normally purchased by Sound Community Bank. In years of
high inflation and high interest rates, intermediate and long-term interest rates tend to increase, thereby
adversely impacting the market values of investment securities, mortgage loans and other long-term fixed
rate loans. In addition, higher short-term interest rates caused by inflation tend to increase the cost of
funds. In other years, the opposite may occur.
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Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board {“FASB”) released Statement No. 157,
Fair Value Measurements (“SFAS 157"), which defines fair value, establishes a framework for measuring
fair value in GAAP, and enhances disclosures about fair value measurements. SFAS 157 applies when
other accounting pronouncements require fair value measurements; it does not require new fair value
measurements. SFAS 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007, and interim periods within those years. We estimate that the initial application of
SFAS 157 will not be material.

In February 2007, the FASB issued Statement No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of FASB Statement No. 115 (“SFAS 159”). SFAS 159
permits the choice of measuring financial instruments and certain other items at fair value. SFAS 159 is
effective for financial statements issued for fiscal years beginning after November 15, 2007. We have
elected not to apply the provisions of SFAS 159 to our eligible financial assets and financial liabilities on
the date of adoption. Accordingly, the initial application of SFAS 159 will have no effect on our financial
statements.

In December 2007, the FASB issued Statement No. 141{R), Business Combinations (“SFAS

141(R)"). SFAS 141(R) establishes principles and requirements for how an acquirer recognizes and
measures in its financial statements the identifiable assets acquired, the liabilities assumed, and any
noncontrolling interest in the acquiree and recognizes and measures the goodwill acquired in the business
combination or a gain from a bargain purchase. SFAS 141(R) also sets forth the disclosures required to be
made in the financial statements to evaluate the nature and financial effects of the business combination.
SFAS 141(R) applies prospectively to business combinations for which the acquisition date is on or after
the beginning of the first annual reporting period beginning on or after December 15, 2008. Accordingly,
we will apply SFAS 141(R) to business combinations occurring on or after January 1, 2009.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial
Statements, an amendment of ARB No. 51 (“SFAS 160”). SFAS 160 establishes accounting and reporting
standards that require that the ownership interests in subsidiaries held by parties other than the parent be
clearly identified, labeled, and presented in the consolidated statement of financial position within equity,
but separate from the parent’s equity; the amount of consolidated net income attributable to the parent and
to the noncontrolling interest be clearly identified and presented on the face of the consolidated statement
of income; and changes in a parent’s ownership interest while the parent retains its controlling financial
interest in its subsidiary be accounted for consistently.

SFAS 160 also requires that any retained noncontrolling equity investment in the former subsidiary be
initially measured at fair value when a subsidiary is deconsolidated. SFAS 160 also sets forth the
disclosure requirements to identify and distinguish between the interests of the parent and the interests of
the noncontrolling owners. SFAS 160 applies to all entities that prepare consolidated financial statements,
except not-for-profit organizations, but will affect only those entities that have an outstanding
noncontrolling interest in one or more subsidiaries or that deconsolidate a subsidiary. SFAS 160 is
effective for fiscal years, and interim periods within those fiscal years, beginning on or after

December 15, 2008. Earlier adoption is prohibited. SFAS 160 must be applied prospectively as of the
beginning of the fiscal year in which SFAS 160 is initially applied, except for the presentation and
disclosure requirements. The presentation and disclosure requirements are applied retrospectively for all
periods presented. We do not have a noncontrolling interest in one or more subsidiaries. Accordingly, we
do not anticipate that the initial application of SFAS 160 will have an impact on our financial statements.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Asset/Liability Management

Our Risk When Interest Rates Change. The rates of interest we earn on assets and pay on
liabilities generally are established contractually for a period of time. Market rates change over time.
Like other financial institutions, our results of operations are impacted by changes in interest rates and the
interest rate sensitivity of our assets and liabilities. The risk associated with changes in interest rates and
our ability to adapt to these changes is known as interest rate risk and is our most significant market risk.

How We Measure Our Risk of Interest Rate Changes. As part of our attempt to manage our
exposure to changes in interest rates and comply with applicable regulations, we monitor our interest rate
risk. In doing so, we analyze and manage assets and liabilities based on their interest rates and payment
streams, timing of maturities, repricing opportunities, and sensitivity to actual or potential changes in
market interest rates.

Sound Community Bank is subject to interest rate risk to the extent that its interest-bearing
liabilities, primarily deposits and Federal Home Loan Bank advances, reprice more rapidly or at different
rates than its interest-earning assets. In order to minimize the potential for adverse effects of material
prolonged increases or decreases in interest rates on our results of operations, we have adopted an asset
and liability management policy. The board of directors sets the asset and liability policy for Sound
Community Bank, which is implemented by the asset/liability committee.

The purpose of the asset/liability committee is to communicate, coordinate, and control
asset/liability management consistent with our business plan and board-approved policies. The
committee establishes and monitors the volume and mix of assets and funding sources, taking into
account relative costs and spreads, interest rate sensitivity and liquidity needs. The objectives are to
manage assets and funding sources to produce results that are consistent with liquidity, capital adequacy,
growth, risk and profitability goals.

The committee generally meets monthly to, among other things, protect capital through earnings
stability over the interest rate cycle; maintain our well-capitalized status; and provide a reasonable return
on investment. The committee recommends appropriate strategy changes based on this review. The
commiittee is responsible for reviewing and reporting the effects of the policy implementations and
strategies to the board of directors at least quarterly. Senior managers oversee the process on a daily
basis.

A key element of Sound Community Bank’s asset/liability management plan is to protect net
earnings by managing the maturity or repricing mismatch between its interest-earning assets and rate-
sensitive liabilities. We seck to reduce exposure to earnings by extending funding maturities through the
use of Federal Home Loan Bank advances, through the use of adjustable rate loans and through the sale of
certain fixed rate loans in the secondary market.

As part of its efforts to monitor and manage interest rate risk, Sound Community Bank uses the
net portfolio value (“NPV”) methodology adopted by the OTS as part of its capital regulations. In
essence, this approach calculates the difference between the present value of expected cash flows from
assets and liabilities,. Management and the board of directors review NPV measurements on a quarterly
basis to determine whether Sound Community Bank’s interest rate exposure is within the limits
established by the board of directors.
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Sound Community Bank’s asset/liability management strategy dictates acceptable limits on the
amounts of change in given changes in interest rates. For interest rate increases of 100, 200, and 300
basis points, our policy dictates that our NPV ratio should not fall below 7%, 7%, and 5%, respectively.
As illustrated in the table below, we were in compliance with this aspect of our asset/liability
management policy at December 31, 2007, except in the case of a 200 basis point increase in rates.

The table presented below, as of December 31, 2007 (the latest available information), is an
internal analysis of our interest rate risk as measured by changes in NPV for instantaneous and sustained
parallel shifts in the yield curve, in 100 basis point increments, up 300 basis points and down 200 basis
points.

As illustrated in the tables below, Sound Community Bank would benefit from a decrease in
market rates of interest. Our NPV would be negatively impacted by an increase in interest rates. An
increase in rates would negatively impact our NPV as a result of deposit accounts and Federal Home
Loan Bank borrowings repricing more rapidly than loans and securities due to the fixed rate nature of a
large portion of our loan and security portfolios. As rates rise, the market value of fixed rate assets
declines due to both the rate increases and slowing prepayments.

December 31, 2007

Change in

Interest

Rates in Net Portfolio Value NPV
Basis Points $ Amount § Change % Change Ratio %
(Dollars in thousands)

300bp 515,073 $(6,232) 29% 6.44%
200bp 17,357 {3.948) (19% 1.31%
100bp 19,417 (1,887) {(N% 8.07%
Obp 21,305 - - 8.74%
(100Ybp 23,162 1,857 9% 9.39%
(200)bp 24,682 3,377 16% 9.89%

In addition to monitoring selected measures of NPV, management also monitors effects on net
interest income resulting from increases or decrease in rates. This process is used in conjunction with
NPV measures to identify excessive interest rate risk. In managing our assets/liability mix, depending on
the relationship between long and short term interest rates, market conditions and consumer preference,
we may place somewhat greater emphasis on maximizing its net interest margin than on strictly matching
the interest rate sensitivity of its assets and liabilities. Management also believes that the increased net
income which may result from an acceptable mismatch in the actual maturity or repricing of its asset and
liability portfolios can, during periods of declining or stable interest rates, provide sufficient returns to
justify the increased exposure to sudden and unexpected increases in interest rates which may result from
such a mismatch. Management believes that Sound Community Bank’s level of interest rate risk is
acceptable under this approach.
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In evaluating Sound Community Bank’s exposure to interest rate movements, certain
shortcomings inherent in the method of analysis presented in the foregoing table must be considered. For
example, although certain assets and liabilities may have similar maturities or repricing periods, they may
react in different degrees to changes in market interest rates. Also, the interest rates on certain types of
assets and liabilities may fluctuate in advance of changes in market interest rates, while interest rates on
other types may lag behind changes in interest rates. Additionally, certain assets, such as adjustable rate
mortgages, have features which restrict changes in interest rates on a short-term basis and over the life of
the asset. Further, in the event of a significant change in interest rates, prepayment and early withdrawal
levels would likely deviate significantly from those assumed above. Finally, the ability of many
borrowers to service their debt may decrease in the event of an interest rate increase. Sound Community
Bank considers all of these factors in monitoring its exposure to interest rate risk.
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Item 8.

Financial Statements and Supplementary Data

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING
FIRM

To the Board of Directors
Sound Community Bank and Subsidiary

We have audited the accompanying consolidated balance sheets of Sound Communiry Bank and Subsidiary
(the Bank) as of December 31, 2007 and 2006, and the related consolidated statements of income, equity, and
cash flows for the two years then ended. These consolidated financial statements are the responsibility of the
Bank’s management, Our responsibility is to express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with the standatds of the Public Company Accounting Oversight
Board (United States), Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the consolidated financial statements are free of material misstatement. The Bank is
not required to have, not were we engaged to perform, an audit of its internal control over financial reporting.
Our audits included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Bank’s internal control over financial reporting, Accordingly, we express no such opinion.
An audit includes examining, on a test basis, evidenice supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall consolidated financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the consolidated financial position of Sound Community Bank and Subsidiary as of December 31, 2007 and

2006, and the results of their operations and their cash flows for the two years then ended, in conformity with
accounting principles generally accepted in the United States of America.

/s/ Moss Adams LLP

Everett, Washington
March 31, 2008
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SOUND COMMUNITY BANK AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

ASSETS

CASH AND CASH EQUIVALENTS

SECURITIES AVAILABLE-FOR-SALE, at fair value
FEDERAL HOME LOAN BANK (FHLB) STOCK, at cost
LOANS HELD-FOR-SALE

LOANS
Less allowance for loan losses

Loans, net

ACCRUED INTEREST RECEIVABLE

PREMISES AND EQUIPMENT, net

CASH SURRENDER VALUE OF BANK OWNED
LIFE INSURANCE

MORTGAGE SERVICING RIGHTS

OTHER REAL ESTATE OWNED

OTHER ASSETS

Total assets
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DECEMBER 31,

2007 2006
$ 6,104,963 $ 5,649,306
71,245 169,569
1,319,500 1,319,500
822,129 1,307,320
220,233,447 205,634,456
(827,688) (822,393)
219,405,759 204,812,063
1,051,476 895,382
1,404,853 1,330,199
4,035,412 3,278,581
864,946 867,562

817,108 -
1,068,008 1,033,363

§ 236,965,399

$ 220,662,845

See accopppanying nofes.




SOUND COMMUNITY BANK AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

LIABILITIES AND EQUITY
DECEMBER 31,
2007 20006
DEPOSITS
Interest-bearing $ 189,501,253 $ 163,717,118
Noninterest-bearing demand 13,289,946 17,250,876
Total deposits 202,791,199 180,967,994
FHLB ADVANCES 15,809,355 22,029,355
ACCRUED INTEREST PAYABLE 210,518 121,561
ACCOUNTS PAYABLE AND OTHER LIABILITIES 1,951,786 1,717,551
ADVANCE PAYMENTS FROM BORROWERS FOR
TAXES AND INSURANCE 254,213 257,309
Total liabilities 221,077,071 205,093,770
COMMITMENTS AND CONTINGENT
LIABILITIES (Sce Note 14)
EQUITY
Retained earnings 15,885,167 15,566,031
Accumulated other comprehensive income 3,161 3,044
Total equity 15,888,328 15,569,075
Total liabilities and equity $ 236,965,399 $ 220,662,845

55 See accompanying notes,




SOUND COMMUNITY BANK AND SUBSIDIARY
CONSOLIDATED STATEMENT OF INCOME

YEARS ENDED DECEMBER 31,
2007 20006
INTEREST INCOME
Loans, including fees $ 14,910,648 $13,533,830
Interest and dividends on investments and cash cquivalents 47 987 107,155
Total interest income 14,958,635 13,640,985
INTEREST EXPENSE
Deposits 6,578,434 5,441,074
FHLB advances 1,346,127 945,142
Total interest expense 7,924,561 6,380,216
NET INTEREST INCOME 7,034,074 7,254,769
PROVISION FOR LOAN LOSSES 250,000 281,924
NET INTEREST INCOME AFTER PROVISION
FOR LOAN LLOSSES 6,784,074 6,972,845
NONINTEREST INCOME
Service charges and fee income 1,632,957 1,911,205
Earnings on cash surrender value of bank owned
life insurance 156,831 113,688
Mortgage servicing income 314,765 310,126
Gain on sale of credit card portfolio - 2,287,309
Gain (Joss) on sale of loans 10,949 (10,168)
Tortal neninterest income 2,115,502 4,612,160
NONINTEREST EXPENSE
Salaries and benefits 4,088,474 4,039,693
Operations 2,389,294 2,660,590
Occupancy 932,324 694,115
Data processing 1,108,362 839,893
Total noninterest expense 8,518,453 8,234,291
INCOME BEFORE PROVISION FOR INCOME TAXES 381,122 3,350,714
PROVISION FOR INCOME TAXES 61,986 1,107,868
NET INCOME § 319,136 $ 2,242,846

56 Stee accompanying notes.
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SOUND COMMUNITY BANK AND SUBSIDIARY
CONSOLIDATED STATEMENT OF EQUITY

| Accumulated
| Other
Retained Comprehensive Total Comprehensive
Earnings Income {Loss) Equity Income
BALANCE, December 31, 2005 $ 13,323,185 $ (13,438) $ 13,309,747 $ -
Net income 2,242 846 - 2,242,846 2,242,846
Unrealized gain on available-for-
sale securities, net of tax - 16,482 16,482 16,482
BALANCE, December 31, 2006 15,566,031 3,044 15,569,075 2,259,328
Net incotne 319,136 319,136 319,136
Unrealized gain on available-for-
sale securities, net of tax - 117 117 117
BALANCE, December 31, 2007 $ 15,888,167 3 3,161 § 15,888,328 $ 319,253

57 See accompariying notes.




SOUND COMMUNITY BANK AND SUBSIDIARY
CONSOLIDATED STATEMENT OF CASH FLOWS

YEARS ENDED DECEMBER 31,

2007 2006
CASH FLOWS FROM QPERATING ACTIVITIES
Net income $ 319136 $ 2,242,846
Adjustments o reconcile net income to net cash from operating activities
Amortization of net premium on investments 3,544 30,422
Provision for loan losses 250,000 281,924
Depreciation and amortization 331,551 367,666
Additions to mortgage servicing rights {247 ,481) (296,823)
Amortization of mortgage servicing rights . 250,097 283,905
Earnings on cash surrender value of bank owned life insurance {(156,831) {113,688}
Deferred income tax (93,000) 712,000
Gain on sale of credit eard portfolio - (2,287,309}
Proceeds from sales of mortgage loans 25,643,933 24,951,283
Originations of mortgage loans held-for-sale {22,728,821) (24,955,222)
{Gain) Loss on sale of loans . (10,949) 10,168
Increase (decreasc) in operating asscts and liabilitics
Change in accrued interest receivable (156,094) (19,224)
Change in other assers 58,355 (672,260)
Change in accrued interest payable 88,957 37,886
Change in accounts payable and other liabilities 234,235 194,396
Net cash from operating activities 3,786,632 767,970
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from maturitics of available-for-sale investments 94,897 46,719
Purchase of bank owned life insurance {600,000) -
Proceeds from sale of credit card portfolio - 13,889,554
Net increase in loans (18,079,776) (27,474,800)
Purchases of premiscs and equipment {406,205) (126,049)
Net cash from investing activities (18,991,084) {13,664,582)
CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposits 21,823,205 12,795,379
Net change in FHLB advances (6,160,000) 725,000
Net change in advances from borrowers for taxes and insurance (3,096) 11,642
Net cash from financing activides 15,660,109 13,532,021
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 455,657 635,409
CASH AND CASH EQUIVALENTS, beginning of year 5,649,306 5,013,897
CASH AND CASH EQUIVALENTS, end of year $ 6,104,963 $ 5,649,306
SUPPLEMENTAL CASH FLOW INFORMATION
Cash paid for income taxes $ 120,000 $ 570,000
Interest paid $ 7,835,604 $ 6,348,330
Transfer to other real estate owned $ 817,108 $ -
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Note 1 - Organization and Summary of Significant Accounting Policies

Organization and principles of consolidation - Sound Community Bank is a
federal mutual savings association holding a corporate charter under Section 5 of the Federal
Home Owners’ Loan Act. The consolidated financial statements include the accounts of
Sound Community Bank and its wholly owned subsidiary, ORCA General, Inc. (collectively,
the Bank). ORCA General, Inc. originates mortgages that are purchased by the Bank for
later sale on the secondary market or for retention in the Bank’s portfolio. Material
intercompany balances have been eliminated in consolidadon. The subsidiary has been
inactive since December 31, 2003. On May 19, 2003, the Bank, formerly known as'Credit
Union of the Pacific, a state-chartered credit union organized under the Washington Credit
Union Act, consummated its charter conversion to a federal mutual savings associadon.

Subsequent event (Plan of Reorganization) - Sound Financial, Inc. (“Sound
Financial” or the “Company”) was incorporated under federal law on January 8, 2008, to
hold all of the stock of Sound Community Bank (sometimes referred to herein as the
“Bank™). Sound Financial is a savings and loan holding company and is subject to regulation
by the Office of Thrift Supervision. On an unconsolidated basis, Sound Financial’s assets
consist of all of the outstanding shares of common stock of Sound Community Bank, $3
million in cash and a loan to the Sound Financial employee stock ownership plan. Sound
Financial has no significant liabilides.

Sound Financial sold 1,297,148 shares of common stock to investors at $10.00 per share in a
subscription offering, which closed on January 8, 2008. Those shares constitute 44% of the
outstanding shares of common stock of Sound Financial. In connection with the closing of
the offering, Sound Financial also issued 29,480 shares of common stock to Sound
Community Foundation, a charitable foundation created by Sound Community Bank in
connection with the mutual holding company reorganization and subscription offering. The
remaining 1,621,435 shates of common stock of Sound Financial outstanding were issued in

accordance with federal law to Sound Community MHC, a federal murual holding company
(“MHC™).

Sound Financial raised $12,971,480 in its public offering and after paying $882,000 in
offering expenses (as of the closing date), it contributed $8,000,000 to the bank, lent
$1,155,600 to fund its employee stock ownership plan’s purchase of shares in the offering
and retained the remaining $2,934,000 for working capital. As the MHC reorganization and
stock offering were completed subsequent to the year ended December 31, 2007, the
information in this document relates primarily to the bank, except as otherwise indicated.

Capital raising costs were deferred and deducted from the proceeds of the shares sold in the
offering. At December 31, 2007, $735,000 had been paid and deferred.
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Note 1 - Organization and Summary of Significant Accounting Policies
(continued)

Use of estimates in the preparation of financial statements - The preparadon of
financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contngent assets and
labilities at the date of the financial statements and the reported amounts of income and
expenses during the reporting period. Actual results could differ from those estmates.
Material estimates that are particulatly susceptible to significant change in the near term
relate 1o the determination of the allowance for loan losses, mortgage servicing rights and
other real estate owned.

Cash and cash equivalents - Cash and cash equivalents consist of cash on hand,
demand deposits, and interest-bearing deposits with banks, all of which mature within three
months or less. The Bank maintains its cash in depository institution accounts that, at times,
may exceed federally insured limits. The Bank has not experienced any losses in such
accounts.

Securities available-for-sale - Securities available-for-sale consist of debt secutities that
the Bank has the intent and ability to hold for an indefinite period, but not necessarily to
maturity. Such securities may be sold to implement the Bank’s asset/liability management
strategies and in response to changes in interest rates and similar factors. Securities available-
for-sale are reported at fair value. Unrealized gains and losses, net of the related deferred tax
effect, are reported as a net amount in a separate component of equity entitled “accumulated
other comprehensive income (loss).” Realized gains and losses on securittes available-for-
sale, determined using the specific identification method, are included in earnings.

Purchase premiums and discounts are recognized in interest income using the interest
method over the period to maturity. Gains and losses on the sale of securities are recorded
on the trade date and are determined using the specific identification method.

Declines in the fair value of available-for-sale securities below their cost that are deemed to
be other-than-temporary arte reflected in earnings as realized losses. Management periodically
evaluates securities for other-than-temporary impairment. In estmatng other-than-
temporary impairment losses, management considers (1) the length of time and the extent to
which the fair value has been less than cost, (2) the financial condition and near-term
prospecis of the issuer, and (3) the intent and ability of the Bank to retain its investment in
the issuer for the period of time sufficient to allow for any anticipated recovery in fair value.

Federal Home Loan Bank stock - The Bank, as a member of the Federal Home Loan
Bank (IFHLB) system, is required to maintain an investment in capital stock of the FHLB in
an amount equal to the greater of 1% of its outstanding home loans or 5% of advances from
the FHLB. The recorded amount of FHLB stock equals its fair value because the shares can

only be redeemed by the FHLB at the $100 per share par value. Stock redemptions are at the
discretion of the FHLB.
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Note 1 - Organization and Summary of Significant Accounting Policies
(continued)

Loans - The Bank grants mortgage, commercial, and consumer loans to customers. A
substantial portion of the loan portfolio is represented by mortgage loans throughout the
Puget Sound region. The ability of the Bank’s debtors to honor their contracts is dependent
upon the real estate and general economic conditions in this area.

Loans that management has the intent and ability to hold for the foreseeable future or until
maturity or pay-off generally are reported at their outstanding unpaid principal balances
adjusted for any charge-offs, the allowance for loan losses, and any deferred fees or costs on
origination of loans. Interest income is accrued on the unpaid principal balance. Loan
origination fees, net of certain direct origination costs, are deferred and recognized as an
adjustment of the related loan yield using the interest method amortized over the contractual
life of the loan.

The accrual of interest on mortgage and commercial loans is discontinued at the time the
loan is 90 days past due unless the credit is well secured and in process of collection. Loans
are typically charged off no later than 180 days past due. Past due status is based on
contractual terms of the loan. In all cases, loans are placed on nonaccrual or charged off at
an earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on nonaccrual or charged off
is reversed against interest income. The interest on these loans is accounted for on the cash-
basis or cost-recovery method, until qualifying for return to accrual. Loans are returned to
accrual status when all of the principal and intetest amounts contractually due are brought
current and future payments are reasonably assured.

Allowance for loan losses - The allowance for loan losses is maintained at a level
sufficient to provide for probable credit losses based upon evaluating known and inherent
risks in the loan portfolio. The allowance is provided based upon management’s continuing
analysis of the pertinent factors underlying the quality of the loan portfolio. These factors
include changes in the size and composition of the loan portfolio, delinquency levels, actual
loan loss experience, cuttent economic conditions, and detailed analysis of individual loans
for which full collectibility may not be assured. The detailed analysis includes techniques to
estimate the fair value of loan collateral and the existence of potential alternative sources of
repayment. The allowance consists of specific, general, and unallocated components. The
specific component relates to loans that are classified as doubtful, substandard, or special
mention. For such loans that are also classified as impaired, an allowance is established when
the discounted cash flows (ot collateral value or observable market price) of the impaired
loan are lower than the carrying value of that loan. The general component covers
nonclassified loans and is based upon historical loss experience adjusted for qualitative
factors. An unallocated component is maintained to cover uncertainties that could affect
management’s estimate of probable losses. The unallocated component of the allowance
reflects the margin of imprecision inherent in the underlying assumptions used in the
methodologies for estimating specific and general losses in the portfolio.
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Note 1 - Organization and Summary of Significant Accounting Policies
(continued)

‘The appropriateness of the allowance for loan losses is estimated based upon those factors
and trends identified by management at the time consolidated financial statements are
prepared. When available information confirms that specific loans or portions thereof are
uncollectible, identified amounts are charged against the allowance for credit losses. The
existence of some or all of the following criteria will generally confirm that a loss has been
incurred: the loan is significantly delinquent and the borrower has not demonstrated the
ability or intent to bring the loan current; the Bank has no recourse to the borrower, or if it
does, the borrower has insufficient assets to pay the debt; the estimated fair value of the loan
collateral is significantly below the cutrent loan balance, and there is little or no near-term
prospect for improvement.

A loan is considered impaired when it is probable that the Bank will be unable to collect all
amounts (principal and interest) due according to the contractual terms of the loan
agreement. Staller balance homogencous loans, such as residential mortgage loans and
consumer loans, are collectively evaluated for probable and reasonably estimated loss. When
a loan has been identified as being impaired, the amount of the impairment is measured by
using discounted cash flows, except when, as a practical expedient, the current fair value of
the collateral, reduced by costs to sell, is used. When the measurement of the impaired loan
is less than the recorded investment in the loan (including accrued interest), impairment is
recognized by creating or adjusting an allocation of the allowance for loan losses.

The provision for loan losses is charged against income and is added to the allowance for
loan losses based on quarterly assessments of the loan portfolio. The allowance for loan
losses is allocated to certain loan categories based on the relative risk characteristics, asset
classifications, and actual loss experience of the loan portfolio. Although management has
allocated the allowance for loan losses to various loan portfolio segments, the allowance is
general in nature and is available to the loan portfolio in its entirety.

The ultimate recovery of all loans is susceptible to future market factors beyond the Bank’s
control. These factors may result in losses or tecoveries differing significantly from those
provided in the consolidated financial statements. In addition, regulatory agencies, as an
integral part of their examination process, periodically review the Bank’s allowance for credit
losses, and may require the Bank to make additions to the allowance based on their
judgment about information available to them at the time of their examinations.

Transfers of financial assets - Transfers of financial assets are accounted for as sales
when control over the assets has been surrendered. Control over transferred assets is
deemed to be surrendered when: (1) the assets have been isolated from the Bank, (2) the
transferee obtains the right (free of conditions that constrain it from taking advantage of that
right) to pledge or exchange the transferred assets, and (3) the Bank does not maintain
effective control over the transferred assets through an agreement to repurchase them
before their maturity.

Loans held-for-sale - To mitigate interest rate sensitivity, from time to time, certain
fixed rate loans are identified as held-for-sale in the secondary market. Accordingly, such

' loans are classified as held-for-sale in the consolidated balance sheets and are carried at the
lower of aggregate cost or net realizable value. Net unrealized losses, if any, are recognized
through a valuation allowance by charges to income.
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Note 1 - Organization and Summary of Significant Accounting Policies
(continued)

Mortgage loans held-for-sale are generally sold with the mortgage servicing rights retained by
the Bank. Gains or losses on sales of mortgage loans are recognized based on the difference
berween the selling price and the carrying value of the related mortgage loans sold.

Mortgage servicing rights - The Bank generally retains the right to service mortgage
loans sold to others. The cost allocated to the mortgage servicing rights retained has been
recognized as a separate asset and is being amortized in proportion to, and over the period
of, estimated net setvicing income.

Mortgage servicing rights are periodically evaluated for impairment based upon the fair value
of those rights. Fair values are estimated using discounted cash flows based upon current
market rates of interest and current expected future prepayment rates. For purposes of
measuring impairment, the rights must be stratified by one or more predominant risk
characteristics of the underlying loans. The Bank stratifies its capitalized mortgage servicing
rights based on the type, term, and interest rate of the undetlying loans. The amount of
impairment recognized is the amount, if any, by which the amortized cost of the rights for
each stratum exceeds their fair value.

Premises and equipment - Leasehold improvements and furniture and equipment are
carried at cost, less accumulated depreciation and amortization. Furniture and equipment are
depreciated using the straight-line method over the estimated useful lives of the assets, which
range from 1 to 10 years. The cost of leasechold improvements is amortized using the
straight-line method over the terms of the related leases.

Cash surrender value of bank owned life insurance - The carrying amount of
bank owned life insurance approximates its fair value, and is estimated using the cash
surrender value, net of any surrender charges.

Foreclosed properties — Other real estate properties and other personal property
acquired through, or in lieu of, foreclosure or repossession are to be sold and are inidally
recorded at the lower of cost or fair value of the properties less estimated costs of disposal.
Any write-down to fair value at the time of transfer to foreclosed properties is charged to the
allowance for credit losses. Properties are evaluated regularly to ensure that the recorded
amounts are supported by their current fair values. Any subsequent reductions in carrying

values and revenue and expense from the operations of properties are charged to noninterest
income.

Deposits — At December 31, 2007 and 20006, deposits represent various accounts of the
owners of the Bank (see subsequent event footnote above). Deposit ownership entitles the
members to vote in the annual elections of the board of directors and on other corporate
matters. Members are permitted to cast one vote for each $100, or fraction thereof, of the
withdrawal value of the members’ accounts up to a maximum of 1,000 votes. Members® -
deposits are subordinated to all other liabilities of the Bank upon liquidation. Interest on
members’ deposits is based on available earnings at the end of an interest period and is not
guaranteed by the Bank. Interest rates are set by the Bank’s Asset-Liability Management
Committee.
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Note 1 - Organization and Summary of Significant Accounting Policies
{continued)

Income taxes - Income taxes are provided for the tax cffects of the transactions reported
in the financial statements and consist of taxes currently payable plus deferred taxes.
Deferred tax assets and liabilites result from differences between the financial statement
carrying amounts and the tax bases of assets and liabilities, are reflected at currently enacted
income tax rates applicable to the period in which the deferred tax assets or liabilities are
expected to be realized or settled, and are determined using the liability method. The
deferred tax provision represents the difference between the net deferred tax asset/liability at
the beginning and end of the year. As changes in tax laws or rates are enacted, deferred tax
assets and liabilities are adjusted through the provision for income taxes.

Segment reporting - The Bank operates in one segment and makes management
decisions based on consolidated tesults. The Bank’s operations are solely in the financial
services industry and include providing to its customers traditional banking and other
financial services.

Off-balance-sheet credit-related financial instruments - In the ordinary course of
business, the Bank has enteted into commitments to extend credit, including commitments
under the credit card arrangements, commercial letters of credit, and standby letters of
credit. Such financial instruments are recorded when they are funded.

Advertising costs - The Bank expenses advertising costs as they are incurred. Advertising
expenses were $187,000 for each of the years ended December 31, 2007 and 2006.
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- Accounting principles generally require that recognized
tevenue, expenses, gains, and losses be included in net income. Certain changes in assets and
liabilities, such as unrealized gains and losses on available-for-sale investments, are reported
as a separate component of the equity section of the balance sheet. Such items, along with
net income, are components of comprehensive income.

The components of other comprehensive income and related tax effects are as follows:

2007 2006

Unrealized holding gain on available-for-

sale securides $ 117 $ 24972
Reclassification adjustment for losses

realized in income - -

Net unrealized gains 117 24,972
Tax effect ' - (8,490)
Net-of-tax amount $ 117 $ 16,482

The components of accumulated othier comprehensive gain (loss) and related tax effects are
as follows:

2007 2000
Net unrealized gain (loss) on
available-for-sale securities $ 3,161 $ 4,612
Tax effect - (1,568)
Net-of-tax amount $ 3,161 $ 3,044

Recently Issued or Proposed Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (“FASB”) released Statement
No. 157, Fair Value Measurements (“SFAS 157”), which defines fair value, establishes a
framework for measuring fair value in GAAP, and enhances disclosures about fair value
measurements. SFAS 157 applies when other accounting pronouncements require fair value
measurements; it does not require new fair value measurements. SFAS 157 is effective for
financial statements issued for fiscal years beginning after November 15, 2007, and interim
periods within those years. We estimate that the initial application of SFAS 157 will not be
material.
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Note 1: Summary of Significant Accounting Policies (continued)

In February 2007, the FASB issued Statement No. 159, The Fair Value Option for Financial
Assets and Financial Liabiliies—Including an amendment of FASB Statement No. 115
(“SFAS 159”). SFAS 159 permits the choice of measuring financial instruments and certain
other itemns at fair value. SFAS 159 is effective for financial statements issued for fiscal years
beginning after November 15, 2007. We have elected not to apply the provisions of
SFAS 159 to our eligible financial assets and financial liabilities on the date of adoption.
~Accordingly, the initial application of SFAS 159 will have no effect on our financial
statements.

In December 2007, the FASB issued Statement No. 141(R), Business Combinations (“SFAS
141(R)""). SFAS 141(R) establishes principles and requirements for how an acquirer
recognizes and measures in its financial statements the identifiable assets acquired, the
liabilities assumed, and any noncontrolling interest in the acquiree and recognizes and
measures the goodwill acquired in the business combination or a gain from a bargain
purchase. SFAS 141(R) also sets forth the disclosures required to be made in the financial
statements to evaluate the nature and financial effects of the business combination. SFAS
141(R) applies prospectively to business combinations for which the acquisition date is on or
after the beginning of the first annual reporting period beginning on or after December 15,
2008. Accordingly, we will apply SFAS 141(R) to business combinations occutring on ot
after January 1, 2009.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in
Consolidated Financial Statements, an amendment of ARB No. 51 (“SFAS 160”). SFAS 160
establishes accounting and reporting standards that require that the ownership interests in
subsidiaries held by parties other than the parent be clearly identified, labeled, and presented
in the consolidated statement of financial position within equity, but separate from the
parent’s equity; the amount of consolidated net income atiributable to the parent and to the
noncontrolling interest be clearly identified and presented on the face of the consolidated
statement of income; and changes in a parent’s ownership interest while the parent retains its
controlling financial interest in its subsidiary be accounted for consistently.
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Note 1: Summary of Significant Accounting Policies (continued)

SFAS 160 also requires that any retained noncontrolling equity investment in the former
subsidiary be initially measured at fair value when a subsidiary is deconsolidated. SFAS 160
also sets forth the disclosure requirements to identify and distinguish berween the interests
of the parent and the interests of the noncontrolling owners, SFAS 160 applies to all entities
that prepare consolidated financial statements, except not-for-profit organizations, but will
affect only those entities that have an outstanding noncontrolling interest in one or more
subsidiaries or that deconsolidate a subsidiary. SFAS 160 is effective for fiscal years, and
interim periods within those fiscal years, beginning on or after December 15, 2008. Earlier
adoption is prohibited. SFAS 160 must be applied prospectively as of the beginning of the
fiscal year in which SFAS 160 is inidally applied, except for the presentation and disclosure
requirements. The presentation and disclosure requirements ate applied retrospectively for
all periods presented. We do not have a noncontrolling interest in one or more subsidiaries.
Accordingly, we do not anticipate that the initial application of SEAS 160 will have a material
impact on our financial statements.

Note 2 - Restrictions on Cash

Federal Reserve Board regulations require that the Bank maintain certain minimum reserve
balances either as cash on hand or on deposit with the Federal Reserve Bank, based on a
percentage of deposits. The reserve balances were $500,000 at December 31, 2007 and 2006.

At December 31, 2007 and 2006, $83,350 and $226,500, respectively, of interest-bearing
deposits at other financial institutions were restticted as part of the Bank’s contract with its
credit card service provider.

Note 3 - Investments

The amortized cost and approximate fair value were as follows:

Gross Unrealized Estimated
Amortized Losses Less Losses Greater Fair
AFS Securities Cost Gains Than 1 Year Than 1 Year Value
December 31, 2007
Mortgage-backed securities $ 068,084 $3,161 $ - $ - § 71,245
December 31, 2006
Mortgage-backed securities ~ § 164,957 $4,612 $ - $ - $169,569
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Note 3 — Investments (continued)

At December 31, 2007, there are no investment securities with unrealized losses.

The two investments at December 31, 2007 are mortgage-backed securities with contractual
maturities in 2032. Expected maturities of mortgage-backed securities may differ from
contractual maturides because borrowers may have the right to call or prepay the obligatons.

Thete were no securities sold for the years ending December 31, 2007 and 2006,

respectively.

There were no securities pledged at December 31, 2007 and December 31, 2000.

Note 4 - Loans

The composition of the loan portfolio was as follows:

2007 2000
Real estate loans
One- to four-family 83,965,522 84,793,680
Home equity 45,373,749 39,302,296
Commercial 25,013,481 17,501,332
Construction or development 8,621,743 9,459,038
162,974,495 151,056,346
Consumer loans
Manufactured homes 22,495,034 19,785,274
Automobile 15,077,564 17,272,000
Other 8,818,012 9,931,905
46,390,610 46,989,179
Commercial business loans 10,802,911 7,600,362
220,168,016 205,645,887
Deferred loan originarion {fees) costs 65,431 (11,431)
Allowance for loan losses (827 688) {822,393)
Total loans, net $ 219,405,759 3 204,812,063
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Note 4 — Loans (continued)

The following is an analysis of the change in the allowance for loan losses:

2007 2006
Balance, beginning of year $ 822393 $ 1,321,061
Provision for loan losses 250,000 281,924
Loans charged off (483,760) (1,013,374)
Recoveries 239,055 232,782
Balance, end of year $ 827,688 $ 822,393

There ate no impaired loans at December 31, 2007 and 2006. At December 31, 2007, there
were no commitments to lend additional funds to borrowers whose loans have been
modified. Nonpetforming loan information was as follows:

2007 2006

Nonaccrual loans 3 418,000 3 292,000
Loans 90 or more days past due and ’

still aceruing interest - -

$ 418,000 3 292,000

In the ordinary course of business, the Bank makes loans to its directors and officers.
Certain loans to directors, officers, and employees are offered at discounted rates as
compared to other customers as permitted by federal regulations. Employees, officers, and
directors are cligible for mortgage Joans with an adjustable rate that resets annually to 1%
over the rolling cost of funds. Employees and officers are eligible for consumer loans that
are 1% below the market loan rate at the time of origination. Loans to directors and officers
at December 31, 2007 and 2006 totaled approximately $5,448,000 and $4,434,000,
respectively. During 2007, loan advances and repayments totaled approximately $2,665,000
and $1,651,000 respectively, on these loans. During 2006, loan advances and repayments
totaled approximately $882,000 and $376,415, respectively, on these loans.

On June 30, 2006, the Bank sold its credit card portfolio for approximately $13,900,000. The
gain recognized on the sale of the portfolio was approximately $2,300,000. As part of the
purchase and sale agreement, the Bank continued to setvice the loans untl January 19, 2007.
The unpaid principal balances of loans serviced related to the credit card portfolio as of
December 31, 2007 and 2006 approximated $0 and $12,000,000, respectively.

69 See accompanying notes.




Note 5 - Loan Servicing

The unpaid principal balances of loans serviced for Federal Natonal Mortgage Association
(FNMA) at December 31, 2007 and 2006 totaled approximately $132,829,000 and
$123,588,000, respectively, and are not included in the Bank’s financial statements.

A summary of the change in the balance of mortgage servicing assets is as follows:

2007 2006
Balance, beginning of year & 867,562 $ 8540644
Servicing assets recognized during the year 247,481 296,823
Amortization of servicing assets (250,097) (283,905)
Balance, end of year $ 864940 3 867,502

There was no valuation allowance for mortgage servicing rights at December 31, 2007 and
2006. The fair value of mortgage servicing rights was $1,248,590 and $1,137,012 at
December 31, 2007 and 2006, respectively.

The key economic assumptions used in determining the fair value of mortgage servicing
rights are as follows:

Prepayment speed (PSA) 217% 213%
Weighted-average life (years) 5.1 51
Yield to maturity discount rate 10.0% 10.0%

Note 6 - Premises and Equipment

Premises and equipment are summarized as follows:

leaschold improvements 5 1,552,684 $ 1,505,332
Furniture and equipment 1,670,571 1,296,699
3,223,255 2,802,031

Accumulated depreciation and amortizaton (1,818,402) (1,482,915)
1,404,853 1,319,116

Fixed assets in process - 11,083
3 1,404,853 $ 1,330,199

Depreciation and amortization expense for the years ended December 31, 2007 and 2006
amounted to $331,551 and $367,660, respectively.
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Note 6 - Premises and Equipment (continued)

The Bank leases office space in several buildings. Generally, operating leases contain renewal
options and provisions requiring the Bank to pay property taxes and operating expenses over
base period amounts. All rental payments are dependent only upon the lapse of time. .

Minimum rental payments under noncancelable operating leases with initial or remaining
terms of one year or more are as follows:

YEAR ENDING '
DECEMBER 31, AMOUNT
2008 3 543,428
2009 541,667
2010 461,785
2011 450,310
2012 464,342
Thereafter 1,847,359

$ 4,308,890

The total rental expense for the years ended December 31, 2007 and 2006 for all facilities
leased under operating leases was approximately $538,000 and $582,000, respectively.

Note 7 - Deposits

Deposits are summarized as follows:

2007 2006
Savings accounts $ 11,696,050 3 12,509,816
Checking accounts : 45,289 355 29,962,467
Money market accounts 39,754,145 53,269,562
Time certificates of deposit accounts 106,051,649 85,226,149

$ 202,791,199 § 180,967,994
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Note 7 - Deposits (continued)

Scheduled maturities of time certificates of deposit are as follows:

YEAR ENDING

DECEMBER 31, AMOUNT
2008 S 77,489,255
2009 20,245,604
2010 4,679,041
2011 1,468,081
2012 2,169,668

$ 106,051,649

Savings accounts, checking accounts, money market accounts, and individual retirement
savings accounts have no contractual maturity. Certificate accounts have maturities of five
years or Jess.

The aggregate amount of time deposits in denominations of $100,000 or more at
December 31, 2007 and 2006 was approximately $50,295,000 and $35,162,000, respectively.
Deposits in excess of $100,000 generally are not federally insured.

Deposits from related parties held by the Bank at December 31, 2007 and December 31,
2006, amounted to $1,154,000 and $1,043,000, respectively.

Interest expense by deposit category is as follows:

2007 2006
Savings and IRA $ 130,603 § 158,512
Checking 320,855 28,918
Time deposits 4,648,518 3,335,352
Money market 1,478,458 1,918,292
$ 6,578,434 § 5,441,074

72 See accompanying notes.




Note 8 - FHLB Advances

The Bank utilizes a loan agreement with the Federal Home Loan Bank (FHILB) of Seattle.
The terms of the agreement call for a blanket pledge of a portion of the Bank’s mortgage
portfolio based on the outstanding balance. At December 31, 2007, the amount available to
botrow under this agreement is approximately 20% of total assets, conditional upon meeting
certain  collateral and stock ownership requirements. Borrowings outstanding at
December 31, 2007 and 2006 had a weighted-average interest rate of 4.60% and 4.84%,
respectively. The Bank had outstanding borrowings under this arrangement of $15,869,355
and $22,029355 at December 31, 2007 and 2006, respectively. Contractual principal
repayments are as follows:

YEAR ENDING
DECEMBER 31, AMOUNT
2008 $ 600,006
2009 5,269,355
2010 10,000,000
$ 15869355
YEAR ENDING DECEMBER 31,
2007 2006 2005
{Dollars in thousands)
Maximum balance:
FHLB advances $34,519 $24,485 325,399
Average balances:
FHLB advances $26,511 §$19,824 $16,239
Weighted average interest
rate:
FHLB advances 5.08% 4.77% 3.93%

Note 9 - Employee Benefits

The Bank has a 401(k) pension plan that allows employees to defer a portion of their salary
into the 401(k) plan. The Bank contributes 1% of employees’ base salary and matches a
portion of employees’ salary deferrals. Pension costs are accrued and funded on a current
basis. The Bank contributed $97,663 and $108,176 to the plan for the years ended December
31, 2007 and 2000, respectively.

The Bank also offers a deferred compensation plan for designated senior managers, which
provides benefits payable at age 65. Under certain circumstances, benefits are payable to
designated beneficiaries. Contributions to the plan are discretionary, and monies set aside to
fund the plan are currently held in certificate of deposit accounts at the Bank and at
December 31, 2007 and 2006 apptoximated $177,000 and $135,000, respectively. The Bank
contributed $11,000 and $33,000 to the plan for the years ended December 31, 2007 and
2006, respectively.
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Note 10 - Income Taxes

The components of the provision for income taxes are as follows:

2007 2006
Current 3 154,986 $ 395,868
Deferred (93,000 712,000
Provision for income taxes ; 3 61,986 $ 1,107,868

The provision for federal income taxes differs from that computed at the statutory tax rate
of 34% as follows:

Provision at statutory rate 3 129,580 $ 1,139243
Tax-exempt income (67,754) (38,654)
Other 160 7,279

$ 61,9806 § 1,107,868

Federal Tax Rate 34.0% 34.0%
Tax exempt rate (17.8) {1.2)
Other 0.1 0.3
Effective tax rate 16.3% 33.1%
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Note 10 - Income Taxes (continued)

‘The Bank’s total net deferred tax asset (liability), included on the consolidated balance sheets
in accounts payable and other liabilities or in other assets, is as follows:

Deferred tax assets

Deferred compensation 3 100,000 $ 46,000
Nonaccrual interest 4,000 4,000
Depreciation 12,000 (20,000}
Other, net - 76,000

Total deferred tax assets 116,000 106,000

Deferred tax liabilities

Allowance for loan losses 73,000 166,000
Federal Home Loan Bank stock 142,000 142,000
Prepaid expenses 57,000 22,000
Unrealized gain on securities 1,000 2,000
Deferred loan fees and costs 276,000 301,000
Total deferred tax liabilities 549,000 633,000

Net deferred tax asser (liability) §  (443,000) 3 (527,000)

The Company adopted the provisions of FASB Interpretation No. 48, Accounting for
Uncertainty in Income Taxes, on January 1, 2007. The company had no unrecognized tax
benefits which would require an adjustment to the January 1, 2007 beginning balance of

retained earnings. The Company had no unrecognized tax benefits at January 1, 2007 and at
December 31, 2007.

The Company recogunizes interest accrued and penalties related to unrecognized tax benefits
in tax expense. During the vears ended December 31, 2007 and 2006 the Company
recognized no interest and penalties.

The Company or one of its subsidiaries files income tax returns in the US. federal
jurisdiction, and vatious states. With few exceptions, the Company is no longer subject to
U.S. federal ot state/local income tax examinations by tax authorities for years before 2004.

Note 11 - Minimum Regulatory Capital Requirements

The Bank is subject to various regulatoty capital requirements administered by the federal
banking agencies. Failure to meet minimum capital requirements can initiate cettain
mandatory and possibly additonal discretionary actions by regulators that, if undertaken,
could have a direct material effect on the Bank’s financial statements. The regulations require
the Bank to meet specific capital adequacy guidelines that involve quantitative measures of
the Bank’s assets, liabilities, and certain off-balance-sheet items as calculated under
regulatory accounting practices. The Bank’s capital classification is also subject to qualitative
judgments by the regulators about components, risk weightings, and other factors.
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Note 11 - Minimum Regulatory Capital Requirements (continued)

Quantitative measures established by regulation to ensure capital adequacy require the Bank
to maintain minimum amounts and ratios (set forth in the following table) of total and Tier 1
capital (as defined) to risk-weighted assets (as defined) and Tier 1 capital to average assets (as
defined). Management believes that, as of December 31, 2007 and 20006, the Bank meets all
capital adequacy requirements to which it is subject.

As of December 31, 2007, the most recent notification from the Federal Deposit Insurance
Corporation categorized the Bank as well capitalized under the regulatory framework for
prompt corrective action. To be categorized as well capitalized, an institution must maintain
minimum total Tier 1 risk-based and Tier 1 leverage ratios as set forth in the following table.
There are no conditions or events since the notification that management believes have
changed the Bank’s category.

The Bank’s actual capital amounts (in thousands) and ratios as of December 31, 2007 and
2006 are presented in the following table:

To Be Well Capitalized

For Capital Under Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Rato Amount Ratio
As of December 31, 2007
Tortal Capiral
(to Risk-Weighted Assets)  $16,716 10.52% $12,708 = B8.0% $ 15885 = 10.0%
Tier 1 Capital
(to Risk-Weighted Assets) 315,885 10.000%% % 6,354 = 4U% $ 9531 = 6.0
Tier 1 Capital
(to Average Assets) $15,885 6.70% § 9479 > 4.0% § 11,848 > 5.0%
As of December 31, 2006
Total Capital
(to Risk-Weighted Assets)  §16,391 10.89% $12042 > 8.0% $ 15052 > 10.0%
Tier 1 Capital
(to Risk-Weighted Assets)  $15,566 10.34% 3 6,021 > 4.0% g 9031 > 6.0%
Tier 1 Capital
{to Average Assets) $15,566 7.04% § 8843 > 40% $§ 11,063 > 5.0%
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Note 11 - Minimum Regulatory Capital Requirements (continued)

Regulatory capital levels reported above differ from the Bank’s total capital, computed in
accordance with accounting principles generally accepted in the United States (GAAP) as

follows (in thousands):

2007 2006

Equity $ 15,888 $ 15,569
Accumulated other comprehensive

{income) loss 3 3)

Total Tier 1 capital 3 15,885 S 15,566

Allowance for loan and lease losses 3 828 $ §22

Unrealized gain on AFS securities 3 3

Total capital $ 16,716 3 16,391
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Note 12 - Fair Value of Financial Instruments

SFAS No. 107, Disclosures About Fair Vatue of Finandal Instruments, requires disclosure of fair
value information about financial instruments for which it is practicable to estimate fair
value. As defined by SFAS No. 107, the following methods and assumptions were used to
estimate fair value of each class of financial instruments listed below:

Cash and cash equivalents, accrued interest receivable and payable,
and advance payments from borrowers for taxes and insurance - The
estimated fair value is equal to the carrying amount.

Investments - Estimated fair values for investments are obtained from quoted
market prices where available. Where quoted market prices are not available,
estimated fair values are based on mattix pricing models provided by an outside
independent source.

Loans - The estimated fair value for all fixed rate loans (including loans held-for-
sale) is determined by discounting the estimated cash flows using the current rate at
which similar loans would be made to botrowers with similar credit ratings and
maturities. The estimated fair value for variable rate loans is the carrying amount.
The impact of delinquent loans on the estimates of the fair values described above is
not considered to have a material effect.

FHLB stock - The estimated fair value is equal to the par value of the stock.

Deposits - The estimated fair value of deposit accounts (savings, checking, and
money market accounts) is the catrying amount. The fair value of fixed-maturity tme
certificates of deposit is estimated by discounting the estimated cash flows using the
current rate at which similar certificates would be issued.

FHILB advances - The fair values of FHLB advances are estimated using
discounted cash flow analyses, based on the Bank’s current incremental botrowing
rates for similar types of borrowing arrangements.

Off_balance-sheet financial instruments - The fair values for the Bank’s off-
balance-sheet loan commitments are estimated based on fees charged to others to
enter into similar agreements taking into account the remaining terms of the
agreements and credit standing of the Bank’s customers. The estimated fair value of
these commitments is not significant.

78 See accompanying noles.




Note 12 - Fair Value of Financial Instruments (continued)

The estimated fair value of the Bank’s financial instruments is summarized as follows:

2007 2006
Carrying Fair Carrying Fair
Amount Value Amount Value
Financial assets
Cash and cash equivalents $ 6,104,963 g 6,104,963 $ 5,649,306 $  5,649.306
Invesuments available-
for-sale 3 71,245 3 71,245 3 164,569 ) 169,569
FHLB stock g 1,319,500 $ 1,319,500 $ 1,319,500 $ 1,319,500
Loans, net § 219,405,759 $218,709,207 $ 206,119,383 $203,386,364
Accrued interest $ 1,051,476 § 1,051,476 3 895,382 $ 895,382
Financial liabilities ]
Demand deposits $ 96,739,550 $ 96,739,550 § 95,741,845 $ 95,741,845
Time deposits 3 106,051,649 $ 106,504,696 § 85,226,149 $ 86,217,772
FHLB advances § 15,809,355 $ 15,884,249 $ 22,029,355 $ 21,930,486
Accrued interest payable 3 210,518 $ 210,518 3 121,561 $ 121,561
Advance payments from
borrowers for taxes
and insurance g 254,213 S 254,213 3 257,309 S 257,309

The Bank assumes interest rate risk (the risk that gencral interest rate levels will change) as a
result of its normal operations. As a result, the fair values of the Bank’s financial instruments
will change when interest rate levels change, and that change may be either favorable or
unfavorable to the Bank. Management attempts to maich maturities of assets and liabilities
to the extent believed necessary to minimize interest rate risk. However, borrowers with
fixed rate obligations are less likely to prepay in a rising rate environment and more likely to
prepay in a falling rate environment. Conversely, depositots who are receiving fixed rates are
more likely to withdraw funds before maturity in a rising rate environment and less likely to
do so in a falling rate environment. Management monitors rates and maturities of assets and
liabilities and attempts to minimize interest ratc risk by adjusting terms of new loans and
deposits and by investing in securities with terms that mitigate the Bank’s overall interest rate
risk.

Note 13 - Concentrations of Credit Risk

Most of the Bank’s business activity is with customers located in the state of Washington. A
substantial portion of the loan portfolio is represented by 1-4 family mortgage loans
throughout western Washington. The ability of the Bank’s debtors to honor their contracts
is dependent upon the real estate and general economic conditions in the area. Loans 1o one
borrower are limited by federal banking regulations to 15% of the Bank’s equity, excluding
accumulated other comprehensive income {loss).
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Note 14 - Commitments and Contingent Liabilities

The Bank is a party to financial instruments with off-balance-sheet risk in the normal course
of business to meer the financing needs of its customers. These financial instruments
generally represent a commitment to extend credit in the form of loans. The instruments
involve, to varying degrees, elements of credit and interest rate risk in excess of the amount
recognized in the consolidated statement of financial condition.

The Bank’s exposure to credit loss, in the event of nonperformance by the other party to the
financial instrument for commitments to extend credit, is represented by the contractual
notional amount of those instruments. The Bank uses the same credit policies in making’
commitments as it does for on-balance-sheet instruments.

Commitments to extend credit are agreements to lend to a customer as long as there is no
violation of any condition established by the contract. Commitments generally have fixed
expiration dates ot other termination clauses and may require payment of a fee. Because
many of the commitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash requirements. The Bank
evaluates each customer’s creditworthiness on a case-by-case basis. The amount of collateral
obtained, if it is deemed necessaty by the Bank, is based on management’s credit evaluation
of the customer. Financial instruments whose contract amount represents credit risk were as

follows:
2007 2006
Home equity $ 19,989,961 3 17,309,267
Personal line of credit 3,192,912 2,915,019
Business line of credit 9,171,216 6,061,391
Construction 2324413 2,174,581
Letters of Credir 1,575,000 -
Residential mortgage 1,406,242 -

$ 37659744 $ 28,460,258

At December 31, 2007, fixed rate loan commitments totaled $1,406,242 and had a weighted
average interest rate of 6.22%. At December 31, 20006, fixed rate loan commitments totaled
$4,390,933 and had a weighted average interest rate of 9.75%.

Commitments for credit may expire without being drawn upon. Therefore, the total
commitment amount does not necessarily represent future cash requirements of the Bank.
These commitments are not reflected in the financial statements.
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Note 14 - Commitments and Contingent Liabilities (continued)

In the ordinary course of business, the Bank sells loans without recourse that may have to be
subsequently repurchased due to defects that occurred during the origination of the loan.
The defects are categorized as documentation errors, underwriting errors, early payment
defaults, and fraud. When a loan sold to an investor without recourse fails to perform, the
investor will typically review the loan file to determine whether defects in the origination
process occurred. If a defect is identified, the Bank may be required to either repurchase the
loan or indemnify the investor for losses sustained. If there are not defects, the Bank has no
commitment to reputchase the loan. As of December 31, 2007 and 2006, the maximum
amount of these guarantecs totaled $132,829,000 and $123,588,000, respectively. These
amounts represent the unpaid principal balances of the Bank’s loans serviced for others’
portfolios. The Bank has recorded no reserve to cover loss exposure related to these
guatantees. In January 2006, the Bank received a request from Fannie Mae to repurchase one
loan that was not fully conforming to their standards. The amount of the loan tepurchased
was approximately $154,000 and the Bank recorded a loss of $750 on the repurchase
transaction. No loans were repurchased for the year ended December 31, 2007.

The Bank pays certain medical, dental, prescription, and vision claims for its employees, on a
self-insured basis. The Bank has purchased stop-loss insurance to cover claims that exceed
stated limits and has recorded estimated reserves for the ultimate costs for both reported
claims and claims incurred but not reported, which are not considered significant at
December 31, 2007 and 2006.

At various dmes, the Bank may be the defendant in various legal proceedings arising in
connection with its business. It is the opinion of management that the financial position and
the results of operations of the Bank will not be materially adversely affected by the outcome
of these legal proceedings and that adequate provision has been made in the accompanying
consolidated financial statements.

Note 15 - Supplemental Executive Retirement Plan

Effective in 2007, the board of directors adopted a supplemental executive retirement plan
(SERP) to provide certain members of senior management with additonal retirement
income. These payments are subject to a non-compete clause. The SERP is an unfunded,
non-contributory defined benefit plan evidenced by an Executive Long Term Compensation
Agreement between the recipients and the Bank. The SERP is subject to a vesting schedule
and payments do not begin until after retitement. The SERP provides for eatlier payments in
the event of death or disability. In the event of an involuntary termination without cause or a
change in control of the Bank, the recipients are entitled immediately to the accrued liability
under the SERP (with any applicable cutback for payments after a change in control as
required by Section 280(G) of the Internal Revenue Code). As of December 31, 2007, the
accrued liability for the SERP was $116,000 and is included in accounts payable and other
liabilities on the consolidated balance sheet. The expense was $116,000 for the year ended
December 31, 2007.
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Item 9. Changes In and Disagreements With Accountants on Accounting and Financial
Disclosure.

None.
Item 9A. Controls and Procedures.

An evaluation of our disclosure controls and procedures (as defined in Section 13(a)-14(c) of the
Securities Exchange Act of 1934 (the “Exchange Act”)) as of December 31, 2007, was carried out under
the supervision and with the participation of the our Chief Executive Officer, Principal Financial Officer
and several other members of our senior management within the 90-day period preceding the filing date
of this annual report. Our Chief Executive Officer and Principal Financial Officer concluded that, as of
December 31, 2007, our disclosure controls and procedures were effective in ensuring that the
information required to be disclosed by us in the reports we file or submit under the Exchange Act is (i)
accumulated and communicated to our management (including our Chief Executive Officer and Principal
Financial Officer) in a timely manner, and (ii) recorded, processed, summarized and reported within the
time periods specified in the SEC’s rules and forms.

There were no changes in our internal controls over financial reporting (as defined in Rule 13a-
15(f) under the Act) that occurred during the quarter ended December 31, 2007, that have materially
affected, or as reasonably likely to materially affect, our internal control over financial reporting.

We do not expect that our disclosure controls and procedures will prevent all error and all fraud.
A control procedure, no matter how well conceived and operated, can provide only reasonable, not
absolute, assurance that the objectives of the control procedure are met. Because of the inherent
limitations in all control procedures, no evaluation of controls can provide absolute assurance that all
control issues and instances of fraud, if any, within Sound Financial have been detected. These inherent
limitations include the realities that judgment in decision-making can be faulty, and that breakdowns can
occur because of simple error or mistake. Additionally, controls can be circumvented by the individual
acts of some persons, by collusion of two or more people, or by management override of the control. The
design of any control procedure also is based in part upon certain assumptions about the likelihood of
future events, and there can be no assurance that any design will succeed in achieving its stated goals
under all potential future conditions; over time, controls may become inadequate because of changes in
conditions, or the degree of compliance with the policies or procedures may deteriorate. Because of the
inherent limitations in a cost-effective control procedure, misstatements due to error or fraud may occur
and not be detected.

This annual report does not include a report of management's assessment regarding internal
control over financial reporting or an attestation report of the Company's registered public accounting
firm due to a transition period established by rules of the Securities and Exchange Commission for newly
public companies.

Item 9B. Other Information

None.
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PART III
Item 10,  Directors, Executive Officers and Corporate Governance
Directors
Information concerning the Company’s directors is incorporated herein by reference from the
Company’s definitive proxy statement for its Annual Meeting of Sharcholders to be held in May 2008,

except for information contained under the heading “Report of the Audit Committee,” a copy of which
will be filed not later than 120 days after the close of the fiscal year.

Executive Officers

Information conceming the executive officers of the Company and the Bank is incorporated
herein by reference from the Company’s definitive proxy statement for its Annual Meeting of
Sharehelders to be held in May 2008, except for information contained under the heading “Report of the
Audit Committee,” a copy of which will be filed not later than 120 days after the close of the fiscal year.

Audit Committee Matters and Audit Committee Financial Expert

The Board of Directors of the Company has a standing Audit Committee, which has been
established in accordance with Section 3(a)(58)(A) of the Exchange Act. The members of that committee
are Directors McMullen (chatr), Haddad, Carney and Jones, all of whom are considered independent
under Nasdagq listing standards. The Board of Directors has determined that Ms. Jones is an “audit
committee financial expert” as defined in applicable SEC rules. Additional information concerning the
audit committee of the Company’s Board of Directors is incorporated herein by reference from the
Company’s definitive proxy statement for its Annual Mceting of Sharecholders to be held in May 2008,
except for information contained under the heading “Report of the Audit Committee,” a copy of which
will be filed not later than 120 days after the close of the fiscal year.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires the Company’s directors and executive officers, and
persons who own more than 10% of a registered class of the Company’s equity securities, to file with the
SEC reports of ownership and reports of changes in ownership of common stock and other equity
securities of the Company. Officers, directors and greater than 10% stockholders are required by SEC
regulation to furnish the Company with copies of all Section 16(a) forms they file.

To the Company’s knowledge, based solely on a review of the copies of such reports furnished to
the Company and written representations that no other reports were required during the fiscal year ended
December 31, 2007, all Section 16(a} filing requirements applicable to its officers, directors and greater
than 10% beneficial owners were complied with.

Code of Ethics

The Company adopted a written Code of Ethics based upon the standards set forth under Item 406
of Regulation S-K of the Securities Exchange Act. The Code of Ethics applies to all of the Company’s
directors, officers and employees. A copy of the Company’s Code of Ethics is filed as Exhibit 14 to this
Annual Report on Form 10-K for the year ended December 31, 2007. A copy of the Code of Ethics is
available on our website at www.soundcb.com under “Investor Relations — Governance” or free of charge
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from the Company by writing to our Corporate Secretary at Sound Financial, Inc., 2005 5th Avenue,
Suite 200, Seattle, Washington, 98121 or by calling (206) 448-0884.

Nomination Procedures

There have been no material changes to the procedures by which shareholders may recommend
nominees to the Company’s Board of Directors.

Item 11.  Executive Compensation

[nformation concerning executive compensation is incorporated herein by reference from the
Company’s definitive proxy statement for its Annual Meeting of Shareholders to be held in May 2008,
except for information contained under the heading “Report of the Audit Committee,” a copy of which
will be filed not later than 120 days after the close of the fiscal year.

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters

Information concerning security ownership of certain beneficial owners and management is
incorporated herein by reference from the Company’s definitive proxy statement for its Annual Meeting
of Shareholders to be held in May 2008, except for information contained under the heading “Report of
the Audit Committee,” a copy of which will be filed not later than 120 days after the close of the fiscal
year.

We had no equity compensation plans as of December 31, 2007.
Item 13. Certain Relationships and Related Transactions

Information concerning certain relationships and related transactions, our independent directors
and our audit and nominating committee charters is incorporated herein by reference from the Company’s
definitive proxy statement for its Annual Meeting of Sharcholders to be held in May 2008, except for
information contained under the heading “Report of the Audit Committee,” a copy of which will be filed
not later than 120 days after the close of the fiscal year.

Item 14.  Principal Accountant Fees and Services
Information concerning principal accountant fees and services is incorporated herein by reference
from the Company’s definitive proxy statement for its Annual Meeting of Shareholders to be held in May

2008, except for information contained under the heading “Report of the Audit Committee,” a copy of
which will be filed not later than 120 days after the close of the fiscal year.
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PART IV
Item 15. Exhibits and Financial Statement Schedules
(a)(1) List of Financial Statements

The following are contained in Item 8 of this Form 10-K:

Report of Independent Registered Public Accounting Firm
Consolidated Balance Sheets at December 31, 2007 and 2006
Consolidated Statements of Income for the Years Ended December 31, 2007 and 2006

Consolidated Statements of Equity for the Years Ended December 31, 2007,
and 2006

Consolidated Statements of Cash Flows for the Years Ended December 31, 2007 and 2006
Notes to Consclidated Financial Statements

(a)(2) List of Financial Statement Schedules:

All financial statement scheduies have been omitted as the information is not required under the
related instructions or is not applicable.
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(a)(3) List of Exhibits:

Reference to

Prior Filing or
Exhibit
Number
Exhibit Attached
Number Document Hereto
2 Plan of Reorganization and Stock Issuance *
31 Charter *
32 Bylaws **
4 Instruments defining the rights of security holders, including indentures:
Form of Sound Financial, Inc. Common Stock Certificate b
9 Voting Trust Agreement Nene
10.1 Employment Agreement with Laura Lee Stewart *
10.2 Executive Long Term Compensation Agreement with Laura Lee Stewart *
103 Executive Long Term Compensation Agreement with Patricia Floyd *
10.4 Sound Incentive Cornpensation Achievement Plan *
10.5 Summary of Annual Bonus Plan *
10.6 Summary of Quarterly Bonus Plan *
10.7 Director Fee Arrangements for 2008 10.7
11 Statement re computation of per share eamings None
14 Code of Business Conduct and Ethics 14
16 Letter re change in certifying accountant None
18 Letter re change in accounting principles None
21 Subsidiaries of the registrant *
22 Published report regarding matters submitted to vote of security holders None
23 Consents of Experts and Counsel None
24 Power of Attorney None
31.1 Rule 13(a)-14(a) Certification (Chief Executive Officer) 31.1
31.2 Rule 13(a)-14(a) Certification (Chief Financial Officer) 312
32 Section 1350 Certification 32

* Filed as an exhibit to the Company's Form SB-2 registration statement filed on September 20, 2007 (File No. 333-146196) pursuant 1o
Section § of the Securities Act of 1933, Such previously filed document is incorporated herein by reference in accordance with Item 601
of Regulation S-K.

#*  Filed as an exhibit to Pre-Effective Amendment No. 1 to the Company’s Form SB-2 registration statement filed on November 2, 2007
(File No. 333-146196) pursuant to Section 5 of the Securitics Act of 1933. Such previously filed document is incorporated herein by
reference in accordance with ltem 601 of Regulation S-K.

(b) Exhibits - Included, see list in (2)(3).

(c) Financial Statements Schedules - None
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

Sound Financial, Inc.

Date: March 31, 2008 By: /s/ Lauralee Stewart

Laura Lee Stewart, President and Chief Executive Officer
Duly Authorized Representative)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the Registrant and in the capacities and on the dates indicated.

{s/ Laura [ee Stewart s/ Tyler K. Myers

Laura Lee Stewart, President and Director Tyler K. Myers, Chairman of the Board
{Principal Executive Officer)

Date: March 31, 2008 Date: March 31, 2008

{s/ David S. Haddad, Jr, {s/ Robent F, Carney

David S. Haddad, Jr., Director Robert F. Carney, Director

Date: March 31, 2008 Date: March 31, 2008

{s/ Debra Jones {s/ Milton L. McMullen

Debra Jones, Director Milton L. McMullen, Director

Date: March 31, 2008 Date: March 31, 2008

s/ Rogelio Riojas /s/_James E. Sweeney

Rogelio Riojas, Director James E. Sweeney, Director

Date: March 31, 2008 Date; March 31, 2008

/s/ Matthew P. Deines
Matthew P. Deines, Executive Vice President
and Chief Financial Officer

(Principal Financial and Accounting Officer)

Date: March 31, 2008
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Number
10.7

14

31.1
312

32

INDEX TO EXHIBITS
Description
Director Fee Arrangements for 2008
Code of Business Conduct and Ethics
Rule 13(a)-14(a) Certification {Chief Executive Officer)
Rule 13(a)-14(a) Certification (Chief Financial Officer)

Section 1350 Certification
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EXHIBIT 10.7

DIRECTOR FEE ARRANGEMENTS FOR 2008
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Exhibit 10.7

Director Fee Arrangements for 2008

Each director of Sound Financial, Inc. (the “Company”) also is a director of Sound
Community Bank (the “Bank™). For 2008, each non-employee director will receive an annual
fee of $12,000, plus a meeting fee of $925 for each Board Meeting attended for serving on the
Bank’s Board of Directors. Directors are not compensated for their service on the Company’s
Board of Directors.
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EXHIBIT 14

CODE OF BUSINESS CONDUCT AND ETHICS
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PART I

OVERVIEW
Purpose of the Code
This Code of Business Conduct and Ethics (*Code™) is intended to deter wrongdoing and promote:
=  Honest and ethical conduct, including the ethical handling of actual or apparent conflicts of interest
between personal and professional relationships;

¢  Avoidance of conflicts of interest, or the appearance of conflicts, including appropriate disclosure to
supervisors of any material transaction or relationship that reasonably could be expected to give rise to
a conflict;

+  Full, fair, accurate, timely and understandable disclosure in documents the Company files with, or
submits to, the SEC and in all public communications made by the Company;

s Compliance with applicable governmental laws, rules and regulations;
¢ Prompt internal reporting to designated persons of violations of the Code; and
¢ Accountability for adherence to the Code.

Application of the Code

The Code applies to all Sound Financial, Inc. (the “Company”) directors and employees, including subsidiary and
affiliate employees. The Code applies to all employee decisions and activities within the scope of employment, or
when representing the Company in any capacity. A copy of the Code will be included in the orientation package
provided to new employees. Following review of the Code, all employees will be asked to sign a written
confirmation that they have reviewed the Code. All Company officers and directors should be familiar with the
requirements of the Code, and should encourage employees to apply the Code to their daily activities and decisions,
and to seek guidance from the appropriate individuals when additional information or explanation is needed.

Copies of the Code may be obtained from several sources, including the Employee Handbook and the Company’s
Human Resources Department. The Code also will be incorporated into the Employee Handbook and can be found
on the Company’s website.

If you need additional explanation regarding a particular provision of the Code, or if you need guidance in a specific
situation, including whether a conflict or potential conflict of interest may exist, please contact your immediate
supervisor. If you are uncomfortable speaking to your immediate supervisor, or if you require additional guidance
after having consulted with your supervisor, you are encouraged to contact the following individual:

Senior Vice President, Human Resources
Patricia Floyd (206) 448-0884 ext. 311  pat floyd@soundch.com

Reporting Violations of the Code
Any known or suspected violation of the Code, including actions or failures to act, must be promptly reported to

your supervisor or the person listed above. This includes violations or possible violations involving you, another
employee (including officers) or a director, Any violation of law, rule or regulation applicable to the Company
and/or corporate policy is also a violation of this Code. Violations of the Code may result in disciplinary action
including, in severe situations, immediate termination of employment,

All concemns or complaints will be promptly investigated and appropriate action taken. The Senior Vice President,
Human Resources will document the results of the investigation in a report to the Board of Directors in order to
ensure a fair process is utilized in determining whether a violation of the Code has occurred. No person expressing
concerns or complaints will be subject to any disciplinary or other adverse action by the Company absent a
knowingly false report. All concerns or complaints may be made anonymously and will remain confidential. Please
provide sufficient information to allow us to properly investigate your concerns. The Company will retain a record
of all concerns and complaints, and the results of its investigations, for five years.

Concerns regarding questionable accounting, internal accounting controls or auditing matters may be directed to the
Chairman of the Audit Commitiee by sending written notice to Audit Committee Chair, c/o Sound Financial, Inc.
2005 Fifth Avenue, 2™ Floor, Seattle, WA 98121,
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PART 1

PRINCIPLES AND STANDARDS OF CONDUCT

One of the most valued assets of the Company is its reputation for integrity as determined by the petsonal conduct of
its directors, officers and staff, and how that conduct may be perceived by the public. The ethical management of
both personal and business affairs is most important to all directors and employees in order to avoid situations that
might lead to a conflict, or even suspicion of a conflict, between personal interest and responsibility to the Company.
Your position should never be used directly or indirectly for private gain, for advancement of personal interests or to
obtain favors or benefits for oneself, customers, or suppliers.

The following is a statement of policy regarding standards of conduct expected from directors and employees of the
Company and its subsidiaries in their treatment of confidential information, personal investments, gifis and fees, and
outside activities.

Confidential and Insider Information

Confidentiality is a fundamental principle of the financial services business. In the course of performing your
duties, you may acquire confidential information. Confidential information includes all non-public information that
might be of use to competitors or harmful to the Company or its customers, if disclosed. Confidential information,
in any form, obtained through business or personal contacts with customers, prospective customers, suppliers, or
other employees shall be used solely for the Company's purposes. Information reflecting favorably or adversely
upon the current or future value of any business enterprise should not be used in any manner for personal gain or for
advantage to a third party. This information must not be revealed to unauthorized persons or discussed with others
within the Company unless their duties require this information. The use of confidential information submitted to us
through any source about one customer to further the private interests of another customer is unethical and may be
illegal.

Some specific examples of confidential information include:

e Personal, business and financial information of our customers and potential customers;

» Non-public business and financial information of the Company; personal information regarding
any employee of the Company,

¢ Information related to, including the identity of, potential candidates for mergers and acquisitions;

¢ Information regarding the Com;ﬁany's sales strategies, plans or proposals;

» Information related to computer software programs, whether proprietary or standard,

¢ Information related to documentation systems, information databases, customized hardware or
other information systems and technological developments;

e Manuals, processes, policies, procedures, compositions, opinion letters, ideas, innovations,
inventions, formulas and other proprietary information belonging to the Company or related to the
Company’s activities;

¢ Security information, including without limitation, policies and procedures, passwords, personal
identification numbers (PINs) and electronic access keys;

¢ Communications by, to and from regulatory agencies; and

e  Certain communications with or from attorneys for the Company, whether internal or external.

This caution on confidential information does not prectude releasing certain customer information when authorized
by the customer or to the government when appropriate. The guidance of the Senior Vice President, Human
Resources should be sought in all such cases. Disclosure of confidential information to attorneys, accountants and
other professionals working on behalf of the Company, as well as regulatory examiners, may also be appropriate.

Personal Investments and Financial Affairs
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Directors and employees of the Company, like any other individuals, may make personal investments in corporate
stock, real estate, etc. Such investments, however, shall not be made as a result of confidential information that is
also material inside information obtained through your position with the Company. Particular care should be taken
with originat or new stock issues. Confidential information about the Company and its customers and suppliers
acquired by directors and employees in the course of their duties is to be used solely for the Company's purposes,
and not as a basis for personal investment by directors and employees or their immediate families. In making
personal investments, all directors and employees should be guided by a keen awareness of potential conflict. In
addition, personal investments should not influence a director's er employee's judgment or action in the conduct of

the Company’s business.
It is expected that all directors and employees will conduct their personal financial affairs in a manner that will not

reflect adversely upon the Company or on their personal standing in the community.

Material Inside Information

Generally, material inside information is defined as any information that is confidential in nature, and that a
reasonable investor would likely consider important in deciding whether to buy, sell, or hold the Company’s stock.
The following types of informatton, if not generally known or publicly disclosed, should be considered material
inside information and treated according to the provisions of this Code and the Company’s Insider Trading Policy:

s Proposals or plans for mergers and acquisitions;

¢  Earnings estimates or results, whether for the month, quarter or year;

o  Changes in dividends;

s  New product innovation, development or implementation,

¢ Maijor litigation, adverse regulatory proceeding or material threat of either event;

o  Significant operational issues, including changes in non-performing assets;

s Significant expansion of operations, whether geographic or otherwise, or the curtailment of current
or future planned operations; and

*  Any other information which, if known, would likely influence the decisions of investors.

Gifts and Fees

It is illegal for anyone to offer or promise anything of value to an employee, officer, director or agent of a financial
institution with the intent to influence or reward the person in connection with any business or transaction of the
financial institution. It is also illegal for an employee, officer, director or agent of a financial institution to solicit or
accept anything of value from any person intending to be influenced or rewarded in connection with any business or
transaction of the financial institution.

No employee or director of the Company shall accept anything of value from a customer of the Company or a
vendor to the Company other than the following:

1. Gifts based on a family relationship or gifts of a reasonable value based on a personal relationship
where that relationship is the obvious motivating factor for the gift;

2. Advertising or promotional material with a value of less than $100;

3. Gifts with a value of less than $200 related to commeonly recognized events such as a promotion,
religious holiday, wedding or retirement,

4. Acceptance of customary hospitality (business luncheons, dinners, golf outings, ball games, eic.)
where it is directly related to Company activities and provided that the expense would be paid for by
the Company if not paid for by another party. Any entertainment beyond that scope or of a frequent
nature must be pre-authorized by the Senior Vice President, Human Resources;

5. Discounts or rebates on merchandise or services that do not exceed those available to other customers
of the merchant; or
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6. Awards for recognition of service or accomplishment from civic, charitable, educational or religious
organizations.

If an employee or director receives or anticipates receiving a benefit from a Company customer or vendor and is
unsure whether acceptance of the gift is in compliance with this policy, a written disclosure should be made to the
Senior Vice President, Human Resources, who may approve the acceptance of the benefit if the acceptance is
otherwise consistent with this policy.

Directors, employees and their immediate families should never borrow personally from customers or suppliers
unless these entities are engaged directly in the lending business, and then only under normal conditions with respect
to interest rates, terms, security, and repayment programs that are available to any borrower.

Qutside Activitics ,

Qutside activities that might constitute a conflict of interest or interfere with performance, or compromise a
director’s or employee’s position, are to be avoided. Employee activities such as full-time outside employment; the
rendering of investment, legal or accounting services; membership on corporate boards of directors; seeking of an
elective political position; or appointment to government bodies should be reviewed and approved by Senior Vice
President, Human Resources prior to such undertakings. As in the past, we continue to encourage active
participation on the part of directors, officers and employees in service clubs and orgamizations fostering the
betterment of the community, and the active use of various social memberships in maintaining a proper image of our
organization within the community.

Compliance with L.aws, Rules and Regulations

All directors and employees of the Company are required to comply with the requirements of this Code, all policies
of the Company and applicable laws, rules and regulations. Directors and employees must also comply with the
procedures implementing and effectuating the Company’s policies. Failure to comply with the Company’s policies
and procedures may result in disciplinary action including, in severe situations, immediate termination of
employment.

Accounting Practices

All employees are expected to observe and comply with generally accepted accounting principles, the system of
internal controls and disclosure controls and procedures established by the Company requiring that corporate books
and records accurately and fairly reflect in reasonable detail the financial condition and results of operations of the
Company. Company policies are intended to promote full, fair, accurate, timely and understandable disclosure in
reports and documents filed with or submitted to the SEC and in the Company’s public statements. In furtherance of
these requirements, employees must practice the following:

1. No false, misleading or artificial entries shall be made on corporate books, records and reports for any
reason.

2. No undisclosed or unrecorded corporate funds or assets shall be established for any purpose.

3. No payments from corporate funds or other assets shall be approved or be made with the intention or
understanding that any part of such payment will be used for any purpose other than that described by
the documents supporting the payment. All payments must be supported with appropriately approved
purchase orders, invoices or receipts, expense reports or other customary documents, all in accordance
with established policy.
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PART III
ADMINISTRATION AND WAIVERS

Administration

This Code will be administered and monitored by the Company’s Human Resources Department. General guestions
and requests for additional information on this Code should be directed to this department at the telephone number
and e-mail address in Part .

Waivers

Any requests for waivers of the Code for employees who are not executive officers should be directed through your
supervisor to the Human Resources Department. Requests for waivers for directors and executive officers should be
directed to the Board of Directors through the Corporate Secretary. Only a majority of the Board of Directors may
waive the applicability of the Code for a director or executive officer. Any waiver granted to directors or executive
officers, including the principal accounting officer, and the reasons for granting the waiver, and any change in the
Code applicable to directors and executive officers, including the principal accounting officer, must be promptly
disclosed to the public as required by law or the Nasdaq Stock Market, if applicable.
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EXHIBIT 31.1

RULE 13(a)-14(a) CERTIFICATION
(CHIEF EXECUTIVE OFFICER)




EXHIBIT 31.1

CERTIFICATION

I, Laura Lee Stewart, certify that:

1.

I have reviewed this annual report on Form 10-K of Sound Financial, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3 Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4, The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(¢) and 15d-15(e)) for the registrant and
have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

c) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the regisirant’s intemal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting to the registrant’s auditors and the audit committee of registrant’s
board of directors {or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of intermal control
over financial reporting, which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 31, 2008 By: /s/ Laura Lee Stewart

Laura Lee Stewart
President and Chief Executive Officer
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EXHIBIT 31.2
CERTIFICATION

I, Matthew P. Deines, certify that:

1.
2.

I have reviewed this annual report on Form 10-K of Sound Financial, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

The registrant’s other certifying officer(s) and [ are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclasure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

c) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is
reasonably likely to materially affect, the registrant’s internal control over financial reporting; and

The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting to the registrant’s auditors and the audit committee of registrant’s
board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting, which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 31, 2008 By: /s/ Matthew P. Deines

Matthew P. Deines
Executive Vice President and Chief Financial Officer
{Principal Financial and Accounting Officer)
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EXHIBIT 32
SECTION 1350 CERTIFICATION

Each of the undersigned hereby certifies in his capacity as an officer of Sound Financial, Inc. (the
“Registrant”) that the Annual Report of the Registrant on Form 10-K for the period ended December 31, 2007 fully
complies with the requirements of Section 13(a) of the Securities Exchange Act of 1934 and that the information
contained in such report fairly presents, in all material respects, the consolidated financial condition of the
Registrant at the end of such period and the results of operations of the Registrant for such period.

Date: March 31, 2008 By: /s/ Laura Lee Stewart
Laura Lee Stewart
President and Chief Executive Officer

Date: March 31, 2008 By: /s/ Matthew P. Deines
Matthew P. Deines
Executive Vice President and Chief Financial Officer
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Our Mission

We Make Dreams Come True!

Corporate Values

Superior quality service is key to our success.

Strong financial performance will allow us to
grow and provide valuable services to our

members.
Growth is important to maintaining our viability.

Our employees are our most important asset.

Honesty, flexibility, fun and attitude are key to
our corporate culture.

We operate on the basis of teamwork and we
reward achievement of goals.

We treat everyone with respect.

We reward innovation.

We participate in and contribute to the
communities where we do business.
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COMMUNITY BAN

Vision Statement

As a community savings bank, Sound Community Bank is a unique provider of financial services.
This means that, although we will always strive for a healthy level of eamings, the first and most
important measure of our success will be the level of service that we provide to our clients.

In our role as a service organization, we will endeavor to become our clients’ financia! partner
providing products and pricing that will help our clients achieve their financial objectives in the
areas of transaction processing, use of credit, asset growth through home ownership and
accumulation of savings. We will also help with long range planning for specific financial goals
such as retirement or college education.

Sound Community Bank is primarily a community financial organization. Our product orientation
will provide those services which are common to families, individuals and small businesses. We
assist businesses with financial services. These products include real estate-secured lending,
secured loans, checking, savings, retirement accounts and lines of credit.

The Bank strives to be the primary financial partner for our clients and their families, by providing
the products which meet the needs of our client base. In addition to measuring our products by the
value of their service, we will also offer competitive pricing. Pricing will be based on cost and must
provide value to our clients,

Sound Community Bank will deliver products to clients through a combination of personal service
in branch outlets and automated services such as 24 hour phone service, ATMs, automated
lending and Intemet access. The Bank is committed to meeting the convenience needs of our
clients in a manner which is both cost effective and satisfying to the clients.

Sound Community Bank is a strong financial institution by any measure. This is a fact of which we
are understandably proud and a heritage which we will continue. Strong net worth and steady
profitability are a part of our heritage and our future. As we continue to achieve these financial
measurements of success, we will continue to grow in a manner which allows us to serve our
clients with convenience and competitive products.

Sound Community Bank is proud to be considered a quality employer. In our role as a quality
employer, we will continue to operate on the basis of teamwork with all employees working toward
a common mission. We will provide effective benefits and programs such as incentive or bonus
pay, which allow employees to participate in the success of the Bank. We are committed to
becoming a leaming organization to help our staff develop and enhance their skills with the
understanding that staff members will alsé accept responsibility for personal development.

Finally, Sound Community Bank prides itself on its role as an ethical corporate citizen, sensitive to
community issues, the environment, and standards of conduct which make us unique and caring.
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